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Coming — The major portion of the Octo- 
ber issue will be devoted to further discus- 
sion of ihe new tax law. For lack of space 
in this issue, we were forced to hold over 
many articles until next month. There are 
so many facets of this new law that it is 
sure to be cussed and discussed for many 
issues to come. 


In addition to these excellent articles, some 
on overseas taxation which we have been 
saving are due to appear. 


Also, we hope to find space for two articles 
treating the subject of taxation in a general 
way. Each is written by an expert in the 
field, one a practicing attorney and the 


other a well-known professor and fiscal 
authority. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula- 
tron Manager, M. S. Hixson 
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Court... 


Administrative... 


FEDERAL 
TAXES 


A HAD an altercation with his employer 
that resulted in a severance of that relationship and for settle 
ment both A, the employee, and the former employer negotiated 
through their respective attorneys. A settlement was reached. 
One check was dated December 28, 1946, and the final check 
was dated January 3, 1947. Should both of these checks be 
included in the 1946 income of A? Yes. A recent case on a 
similar set of circumstances applied the doctrine of constructive 
receipt and held the amount received in 1947 taxable in the prior 
year. As a general rule there must be an actual receipt of income 
by a taxpayer on the cash basis before income tax liability of 
the income is incurred. An exception to the general rule is the 
doctrine of constructive receipt, and a taxpayer may not attempt 
to avoid the rule by turning his back on income that is available 
to him. The settlement of the matter was reached in the prior 
year and the employer at all times pertinent had the funds with 
which to pay the former employee. A request of the attorneys 
that the amount be split and delivered at different dates in 
different years cannot defeat the rule because the total was 
available to the employee at the date of the settlement of the 
matter between them.—Frank. CCH Dec. 20,467, 22 TC 


No. 113. 


r 

Pur TAX LAW does not permit a tax on 
gross income, but when the taxpayer's business from which 
he derives his income is criminal and illegal, expenses incurred 
in the production of the illegal income are not deductible. 
Karger, CCH Dec. 20,458(M), 13 TCM 661. . . . As to gam- 
bling, see Code Section 165(d). 


rg. 

I HE TAXPAYER was in the business of 
buying and selling cotton and operating a cotton gin. The cotton 
that he bought in the normal course of his business he usually 
sold quickly. However, having some funds for investment, he 
bought cotton with these funds with the intention of holding 
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Interpretations 


this cotton for a long time in anticipation of an advance in the 
price. The taxpayer kept meticulous books—each bale was 
labeled showing the date of purchase and from whom it had 
been bought. These bales were stored for a period of two years 
in the warehouse from which the taxpayer conducted his other 
business. When the price of cotton advanced sufficiently, this 
cotton was sold and the gain from its sale reported as a capital 
gain. Over strong objection from the Commissioner the tax 
payer prevailed that this labeled and stored cotton was an invest 
ment of capital funds and the income from the sale was not 
ordinary income.—-Williamson v. Bowers, 54-2 usrc {| 9501. 


Wuar advertising expenditures are capital 
expenses in nature and what part may be current expenses is 
always a problem. Here is a taxpayer which issued a catalogue 
about every five years. The Commissioner contended (and he was 
upheld by the Tax Court) that the cost of the catalogue was a 
capital asset which had a useful life extending well beyond the 
year of publication. A reasonable allowance for exhaustion and 
obsolescence was allowed by the Commissioner. This court re 
versed both the Tax Court and the Commissioner. “The effect 
of advertising, by its very nature, is usually not limited to the 
year in which it is done, but has a useful life somewhat indefinite 
in the future. The fact that an expenditure produces something 
that has a useful life extending beyond the taxable year is clearly 
not the controlling test.” Advertising expense, even though in 
curred heavily in a certain year, is deductible for the year in 
which expended.—E. H. Sheldon and Company v. Commissioner, 
54-2 ustc § 9526. 


CAN VACATION PAY be deducted for the 
current year and the following year, all in the current year? 
This is one of those tax problems that taxmen like to think can 
happen under some circumstances; but under the facts of the 


Sheldon case it didn’t happen. The company was on a calendar- 
year accrual basis of reporting. It entered into a union contract 
which, among other things, provided that vacation pay was to be 
computed on May 1, the beginning of the contract year. So, the 
company actually paid out vacation money in the current year 
and under the union contract was obligated for vacation pay 
on May 1 of the next vear, SO it accrued two thirds of the next 
year’s payment. Why was the amount accrued for vacation of 
the following year disallowed by the court? Because of another 
clause in the union contract which provided that the contract 
would expire on April 30, unless notice to terminate or change 


was served on either party 60 days before the expiration date. 
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The court held that during the taxable year there was no obliga- 
tion to pay the vacation of the following year and such an ob- 
ligation would not arise until 60 days before April 30 of the 
following year. 


PENALTIES for filing fraudulent returns 
are liabilities of the taxpayer that survive death. This was the 
holding in the Scadron case (54-1 ustc § 9355). The taxpayer 
is taking it to the Supreme Court. 


Don’r LET THIS happen to you: Some 
time after filing his income tax return the taxpayer discovered a 
mistake in his favor. Then he prepared an amended return and 
a Claim for refund which he mailed to the same collector’s office 
to which the original return had been mailed. Finally he had to 
go into the district court, suing for a refund. The court held that 
the mere mailing of an amended return and a claim for a refund 
is not sufficient to comply with the law. These papers must be 
“filed” with the collector which means that the documents must 
be “received by the proper official and filed by him.”’—Jones v. 
U. S., 54-2 uste J 9524. 


ry 

l HE TAX COURT adopts the rule of the 
Landers case—regardless of the original purpose of the corpora- 
tion in purchasing its own shares, if the corporation does not 
actually retire and cancel the shares so purchased, but later sells 
them, regardless to whom sold, the corporation has sold an asset 
in the same way as when it sells the shares of any other corpora- 
tion which it might own. In Burrus Mills, Inc., the corporation 
reacquired stock that had been sold to employees by canceling 
the notes the employees had given in purchase of the stock. 
Later the corporation inaugurated a stock purchase plan for its 
employees, whereby they might buy stock of the company at a 
stated price and relinquish the stock at a stated price on sever 
ance of the employment relation. Pursuant to this plan all of 
the previously acquired shares were sold. Gain was realized by 
the corporation on the sale of this stock.—CCH Dec. 20,460, 22 
J 42 , No. 107. 


I+ is not essential that to be a joint return, a 
return be signed by both spouses. The issue depends on the 
intention of the taxpayers at the time the returns are filed. 
Stone, CCH Dec. 20,462, 22 TC —, No. 109. 


W HEN is a bequest for masses a charitable 
deduction? Answer: When it is made directly to the church or 
when the bequest is made to a priest who is under a vow of 
poverty. 
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Stand-in for the Code .. . 
Aging law... . 
The ‘Cohan Rule”’ 


Washington Tax Talk 


What! Another One? 


After many conferences and debates, amend- 
ing and joint resolutioning we finally nursed 
the Internal Revenue Code to the 
dent’s office. You would think that 
had had enough of legislating 
taxes for one session, but apparently Mr. 
Mason of the House of Representatives 
wasn't satisfied and on July 27 he introduced 
his “Liberty Revenue Act”—to provide a 
simple incentive tax as an alternate for the 
Internal Revenue Code. The Liberty Rev- 
enue Act would tax personal incomes with 
a withholding rate of 25 per 
with 


Presi- 
Con- 
gressmen 


cent to Start 
This rate would be adjusted several 
during the year to a general price 
This is not the least of its 31 
intriguing Some of the 


times 
index 
sections sectiol 
titles appear below: 


Section 1. Choice of two ways to pay taxes. 


Section Pay as we go. 


ction Human relations in business 


section Just distribution of profit (or 


loss). 


How to qualify for tax exemp- 
tion 


tion Incentive pay in nonprofit and 


government organizations. 


Excise taxes to allocate scarce 
materials. 


ction Enforcing a just tax law. 


section Relationship to other statutes 


section 2 Any needy citizen may qualify 


for aid 


ction 2 Cash to pay tor medical care. 


Section Adequate aid until re-employed 
Section 2 Procedure and limits 
Section How states may qualify. 
Section Enforcing genuine security 
Section . 


Section 31 


Definitions. 


Farm income insurance 


Washington Tax Talk 


The New Olid Law—Pub. L. 591 


Aiter approval of the conference bill, it 
became necessary, for a number of techni 
cal reasons, for the House and the Senate 
to approve two resolutions—House Con- 
current Resolutions 263 and 268—for mak- 
ing changes in the bill. Thus a new bill, 
in a manner of speaking, becomes an old 
amended bill before it 
dent for signing. 

This he did, at 9:45 a. m., August 16, 


1954, with the statement that there was a 
lot of work there for the lawyers. 


goes to the Presi 


The new Code overhauling the tax laws 
contains 929 pages and any lawyer who 
has attempted to keep himself informed on 
the progress of the bill from introduction 
until signature into law knows the truth 
of the President’s statement. The law was 
two years in preparation by Treasury and 
Congressional draftsmen. How simple and 
clear the new Code is can only be learned 
in time through interpretation and adminis- 
tration of its provisions, 

Among the provisions receiving publicity 
and of benefit to the individual are tax 
deductions for the sick, the aged and the 
retired. Corporations will benefit through 
the new methods of taking depreciation of 
equipment, plants and buildings. The Ad- 
ministration will benefit through the loop 
holes plugged and through the 
penalties provided by the law for 


toughet 


evasion, 


The Commissioner 


Recently, T. Coleman Andrews appeared 
before the Subcommittee on the Administra 
tion of the Internal Revenue Laws of the 
Committee on Ways and Means. Mainly 
his testimony was directed in opposition to 
the “Cohan Rule”: 


“In its report in 
made the 


1953 this Subcommittee 
‘The Sub- 
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following comment 





committee believes that the Cohan rule allows 
the indifferent taxpayer to shirk the burden 
of assisting the determina- 
tion of his tax liability by keeping reasonable 
I would 
be less than frank with you,” said the Com- 
missioner, “if I did not indicate that the 
Cohan rule has made the work of the Reve- 
nue difficult. We are 
stantly faced with the problem, under the 
doctrine of that rule, that the taxpayer who 
relationship 


(Gsovernment in 


records of his deductible expenses.’ 


Service more con- 


between an ex 
entitled to 
may not be 


establishes a 


pense and his business is some 


deduction even though he able 
to substantiate it.” 
New Regulations. 


cisions are 


Stopgap Treasury De 
to be promulgated for the 

followed by 
Treasury 


new 


law, to be more extensive 


These will 
until 
time as the Treasury can issue a new series 
to replace Regulations 118 
About 70 T. D.’s are being prepared for 
issuance about the first of the 
Acquiescence.—The Commissioner has re- 
cently acquiesced in the 
of the Tax Court 
Constitution Publishing Company, CCH Dec 
19,899.—In determining gain from the sale 
of property acquired before March 1, 1913, 
the Code prescribes alternative bases 
or fair value as of March 1, 1913, 
whichever is higher. In the case of im- 
proved real estate where the 1913 value of 
the land is greater than, but the 1913 value 
ot the than, the al 
locable portion of the cost, taxpayers may 
use the 1913 value as the basis of the land 
as the basis of the 


“interim” Decisions. 


serve as temporary regulations such 


the present 
year. 


following decisions 


cost 
market 


less 


mmprovements 1s 


and cost improvements 


land and im- 
provements as a single asset does not mean 


The common law concept of 


a taxpayer has to use the basis for 


both 

Aviation 
20,179.—A 
was an 


Same 


Club, Inc., CCH 
aviation 


Dec 
club 


was 


C ountry 
Colorado 
exempt 


country 
where it 
purposes and 
to the benefit of 


organization 
operated for nonprofit 
of its inured 
private shareholder 
Thomas W. Blake, Jr... CCH 
(1) The owner in fee 
divided interest in oil 
producing property had an economic 
est in such property, which entitled him 
to a deduction for depletion based on such 


none 


income any 


Dec. 19,779 
simple of an un 
one-eighth and gas 


inter 


interest; and (2) an attorney who was paid 
for legal services by receipt of conveyance: 
of real estate in 1937 did not realize income 
in 1944 on 
though a 
until 


such 
title 


account of receipt, even 
cloud on the 


1944 


was not re 
moved 
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William WU". Carman, CCH Dec. 17,323. 
Where a taxpayer acquired detaulted bonds 
and subsequently in a nontaxable 


them for 


reorgan 


ization exchanged certain secur! 


ties and cash, none of the common stock 


received representing payment of. interest 
on the bonds accrued prior to the effective 
date of the reorganization was to be treated 
taxed as ordinary income 
Nonacquiescence withdrawn 

Harriman Ripley & Company, Inc., CCH 
Dec. 17,429.—Taxpayer was entitled to ac 
celerated amortization of emergency 
Code 124, 
a closing agreement provided that taxpayer 
could take amortization deductions, 

Morris Shanis, CCH Dec. 19,404.—Bonds 
on which interest had been in default since 
1933 purchased “flat” in 1945 
exchanged for new securities plus 
pursuant to a 77B organization in 1947 
The income could not be in 
creased by allocating part of the securities 
to interest accrued on the old 
sequent to acquisition by taxpayer 

Meanwhile the 


ings on 


as interest or 


plant 


facilities under Section where 


were and 


cash, 
taxpayer's 


bonds sub 
Service will not issue rul 
that are affected by 
Stantive changes of the Code. The 
therefore asks the cooperation of all tax 


matters sub- 


Service 


payers by asking them not to request rul 
ings under the new law until the Regulations 
have been issued 

Revision of Circular 230. 
Department has 
ment Circular 230, 


Che Treasury 
that Depart- 
the rules for 
Department by 
claimants, will be 

wishing suggestions 
revision should 
them in writing in duplicate to the 
Secretary of the 
D.C 


announced 
containing 


practice before the 


repre 
sentatives of 


Anyone 


ré vised 
to make 
the coming 


con- 
submit 
Under 
Treasury, Washington 25, 


1954. ‘ 


cerning 


; before October l, 


Bureau's Training Center 
The 


awarded a contract to conduct the new Ad 


University of Michigan has been 


vanced ‘Training Center of the Internal 
One hundred revenue 
agents will travel to Ann Arbor for special 
courses in 


Revenue Service 
federal tax administration when 
the university opens its fall term this Sep 
Ultimate plans envision 
for 500 students per semester. 


tember training 
will 
professors and 
university, with the 


Bureau supplying specialists not otherwise 


available \ 
Acade hic 


which 


The faculty of the Training Center 


trom the regular 


instructors at the 


be chosen 


seven-member Internal Reve 


nue Committee is 


formed 
Commissioner 


being 
and 
authorities on courses to be offered 
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will advise the 


university 
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Under the 1954 Code 


By WILLARD J. LASSERS, Chicago Attorney 


‘ECTION 167 of the new 


\ nue 


Internal Reve- 
Code makes 
the rules 


changes in 
With 


that section permits 


sweeping 
relating to depreciation. 
respect to new assets, 
rapid write-off by 
depreciation at a 
twice the 
at 150 per 


declining-bal 
rate not 
rate 


allowing 
ance exceeding 
than 


rate, 


straight-line rather 
cent of the straight-line 
the maximum permitted by 
under the old law. 
to new property, other rapid write-off 
plans, the validity of which was doubtful, 
are expressly sanctioned. 
cumstances, 


the Treasury 


Moreover, with respect 


Under some cir- 
a taxpayer is now permitted 
to change his method of depreciation with- 
out securing the consent of the Commissioner. 


The new Code specifically permits agree 
ments between a taxpayer and the Com- 
missioner respecting the useful life on which 
the depreciation rate is to be based. This 
provision makes a number of changes in 
the rules relating to such agreements which 
heretofore have rested as to their validity 
upon a Bureau mimeograph. Finally, the 
rule permitting apportionment of the depre- 
ciation deduction between a trustee and a 
beneficiary has been extended to an estate 


and the heirs, legatees or devisees. 


The foregoing changes find explicit state- 
ment in the text of the law. In addition, 
there are a number of important comments 
in the Senate and House committee reports. 
Chief among the statements in this cate- 
gory is one indicating that gain or loss on 


the disposition of depreciable assets may 


Depreciation 


Code Section 167 Presents 
Significant Changes in 
the Law, Says the Author 


be recognized in many circumstances where 
present Treasury regulations bar recogni 
tion. If the Treasury amends its regula- 
tions in the light of 
the courts give 
respecting 
several 


these reports, or if 
weight to them, the law 
depreciation will be 
particulars not 
reading of the statute 


altered in 
apparent from a 

Of all the changes, the one permitting 
accelerated depreciation on new property 
is by far the most significant. Before we 
discuss it in detail, let us look briefly at 
those rules which have not 


been altered. 


Unchanged Provisions 


Depreciation on existing property.— While 
the new Code provides accelerated depreci- 
ation for property which falls under the 
defnition of Section 167(c) (roughly, new 
property) for other property, which may be 
termed “existing property,” Section 167(a) 
Section 23(1) of 
“There shall be allowed 
deduction a 


provides simply, as did 
the former Code 
ae reasonable 
wear and 
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depreciation 


allowance for the exhaustion, 





The author wishes to thank 

Mr. Bernard D. Hirsh, of Chicago, 
for his help in clarifying the mean- 
ing and effect of the new law on 
depreciation, and Mr. Bernard 

J. Marks, of Minneapolis, for his 
assistance on several problems 
relating to accelerated depreciation. 


tear (including a reasonable allowance for 
obsolescence )—(1) of property used in the 
trade or business, or (2) of property held 
for the production of income.” For the 
interpretation of this language, presumably, 
decisions under the old Code are relevant, 
and we may expect that the Treasury 
Regulations under the new act will parallel 
those under the old. 

Basis.—Section 167(f) provides, as did 
Section 114(a) of the old Code, that the 
basis for depreciation shall be the adjusted 
basis for determining gain. 


Life tenants—trusts—apportionment of 
basis under Section 167(f).—As before, a 
life tenant is permitted to take a depreci- 
ation deduction. In the case of a trust, the 
deduction is to be apportioned between 
the income beneficiaries and the trustee in 
accordance with the trust 
in the absence of relevant provisions in 
the instrument, on the basis of the trust 
income allowable to each. These provisions 
of Section 167(g) are substantially the 
same as the second and third sentences of 
old Section 23(1). 

We turn now 
changes in 


instrument or, 


to a consideration of the 
depreciation law 


Accelerated Depreciation 
on ‘‘New"’ Property 
Background.—The most publicized and 
significant change in the law 
accelerated depreciation on 


relates to 
“new” prop- 


‘The term is used in this sense in 542 CCH 


Standard Federal Tax Reports { 219.017 

*Code Sec. 124, added by Sec. 302 of the 
Second Revenue Act of 1940. This provision 
lapsed in 1945. A similar section was enacted 
in 1950 as Code Sec. 124A (Sec. 216 of the 
Revenue Act of 1950). 

*Such measures were suggested by Presi- 
dent Roosevelt, New York Times, October 29, 
1944, Sec. 1, p. 34, col. 3, and by James F. 
Byrnes, then Director of War Mobilization in 
‘‘Reconversion, a Report to the President,’’ 
S. Doc, 237, 78th Cong., 2d Sess., p. 12 (1944). 

‘As to the economic justification for acceler- 
ated depreciation, the most thorough argument 
is presented by Grant and Norton, Deprecia- 
tion (1949). This book is the best single source 


696 


September, 1954 °@ 


erty, that is, on property 
Section 167(c) quoted below. 


falling under 

In all scholarly articles it is customary 
to remark upon a confusion of terminology 
which has arisen in the topic under dis- 
cussion, and hence I feel obliged to say 
that the term ‘accelerated depreciation” is 
such a term. 
term has 


In the last several years the 
come to refer to a method of 
depreciation based upon lapse of time under 
which taken in the 
early years of useful life than in later years 
In older usage, “accelerated depreciation” 
refers to the situation where, after an 
asset has been in use for a period of time 
and depreciation taken by one plan or 
another, depreciation is increased because 
of a revised and shorter estimate of useful 
life.’ Since, however, the term has come 
into general use in the first shall 
use it here. 


more depreciation is 


sense, | 


The movement for accelerated deprecia- 
tion may be traced generally as follows: In 
1940, Congress enacted legislation for 60- 
month amortization of defense facilities in 
order to encourage their construction.? As 
the war drew to a close, the suggestion 
was that by permitting rapid 
amortization of new postwar facilities, we 
could encourage their construction and so 
help avert a feared postwar depression.® No 
legislation resulted from these efforts, but 
accelerated depreciation received 
tion from another quarter: Builders were 
pressing for accelerated depreciation on 
housing projects on the ground that such 
a plan would stimulate building, 
relieve the housing crisis 


advanced 


recogni- 


and so 
more quickly. 
Among the proposals was one to permit 
“declining-balance” depreciation.‘ 


Before we discuss the history of declin 
ing-balance depreciation on new housing, 
let me state what declining-balance depre- 
ciation is. Under this plan, in its traditional, 
virgin form, the depreciation charge for 
any year is the depreciated balance of the 


of information on depreciation generally. The 


authors are strongly 
depreciation. For another point of 
Paul, Taxation for Prosperity (1947), pp 
377-380. See also Bailey, ‘‘Accelerated Depre- 
ciation: Criteria for Use,’’ 88 Journal of Ac- 
countancy 372 (1949); Editorial, ‘‘Trend to 
Accelerated Depreciation,’ 87 Journal of Ac- 
countancy 271 (1949); Seghers, ‘‘Accelerated 
Depreciation,"’ 25 TAXES 645 (1947) (contains 
table showing 40-year-life depreciation on 
straight line, formula declining balance, and 
150 per cent of straight line); Mayer, ‘‘De- 
clining Balance Depreciation,’’ 25 TAXES 162 
(1947); Norton, “Declining Balance Deprecia- 
tion Permitted by Internal Revenue Is Not 
Realistic,’’ 84 Journal of Accountancy 32 (1947) 
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in favor of accelerated 


view, see 





asset multiplied by a rate determined in the 
manner described below: 


To use a neat Commerce Clearing House 
illustration,” assume that a machine costs 
$3,200, has a $400 scrap value, and a three- 
year life: 

The rate, 50 per cent, is found as follows: 


. Scrap 
root oft 
cost. 


$400 


$3200. 
3rd root of ly, 


rate l nth 
3rd root ot 


rate 4 or 50 per cent. 


The first year the depreciation is 50 per 
cent of $3,200 or $1,600, leaving a $1,600 
The second year the jlepreciation 
is 50 per cent of $1,600 or $800, leaving an 
$800 balance. The third year the depreci- 
ation is 50 per cent of $800 leaving the $400 
scrap as a balance. 


balance. 


In the illustration above, because of the 
numbers selected, it is not difficult to find 
the rate. In general, however, it is neces- 
sary to use logarithms 

The significant 
declining-balance 


feature of the textbook 
method is that for any 
given useful life, the rate depends on the 
ratio of scrap to cost. There is hardly any 
reasonable ground for basing a rate on this 
ratio this The rate 
which $1,001, has $1 
scrap value and a three-year life is 90 per 
cent while the rate for another asset which 
$1,100, has $100 scrap value 
vear life is 55.03 per cent 


Consider situation: 


for an asset costs 


costs 


and a 
although 
written off is $1,000 in 
usually that the 
applied without assum- 
value but, actually, this 

correct. The method 
used, but the is always 100 
per cent, that is, the asset is written off the 
first This f illustrates the above 


three 
the amount to be 
case.” It is 
method 
ng some 


each said 
cannot be 
scrap 

Statement is. not 
can be rate 
fact 
point in its most extreme form.’ 


year 


The traditional declining-balance method 
is not new and, in fact, will be found in all 
As early as 1927, 
the Bureau was asked, but refused, to give 


standard accounting texts 


Standard Federal Tax Reports 


>542 CCH 
1 


€ 219.149 
6} 3 \ 
1 


1001 


100 


5503 55.03% 


1100 


Depreciation 


approval of this system in advance, holding 
that it would suspend judgment until audit 
of the return.’ The 1942 edition of Bulletin 
“F” mentions the method, and states that it 
gives satisfactory results for accounts that 
are being constantly replaced in substan- 
tially equal amounts, provided the rate is 
somewhat higher than the straight-line rate. 
Its best application was said to be to 
property in which the greater proportion 
of the production was confined to the 
earlier part of the useful life.’ 

In 1946, in response to appeals for ac- 
celerated depreciation on housing projects, 
the Treasury issued a special ruling relat- 
ing to buildings constructed under the 
Veterans’ Emergency Housing Program, 
whereby the declining-balance method was 
specifically permitted, but with one vital 
The declining-balance rate 
used could not exceed 150 per cent of the 
straight-line rate, even 
have been 


modification: 


though a higher 
necessary to reduce 
the asset from cost to scrap over its useful 
life.” A limitation of this sort, while arbi 
trary, Was justified by necessity: Under the 
declining-balance method, as noted above, 
if scrap is 


rate might 


zero or almost zero (as is 
generally assumed with real property) the 
rate would be 100 per cent or almost 100 
per cent, that is, the asset would be almost 
written off in the first The 150 per 
cent limitation, or any similar limitation, 
ot course, hardly rectifies the basic weak- 
ness of the declining-balance method which 
is discussed above. 


year. 


Further that same year, 
1946, the Bureau modified its 1927 position 
by holding in I. T. 3818" that the declining- 
balance method would be approved with 
respect to all types of assets provided it 
accorded with the method of 
and resulted in reasonable de 
preciation allowances. But the method of 
computing depreciation was held te be a 
method of accounting and, hence, the Com- 
missioner’s consent was necessary for a 
change, under Regulations 111, Section 
29.41-2 (Regulations 118, Section 39.41-2). 
Nothing was said about a 150 per cent limi 
tation in I, T. 3818, but there appears to 
have been a general understanding that that 
limitation would be applied 


taxpayer's 
accounting 


7 As we shall see, Sec. 167 permits only a 
sharply altered version of the textbook declin- 
ing-balance depreciation. 

SI. T. 2363, VI-2 CB 63 (1927) 

®For additional material, see Montgomery, 
Corporations and Partnerships, 1950-51 (Vol, 1), 
p. 814, 

” Special Ruling, August 30, 1946, 
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In the above cent 
rule came into being, and apparently was 
and is generally applied. The declining- 
balance method under I. T. 3818, with its 
150 per cent limitation, was applicable to 
both old and new property, and is today 
applicable to “old property.” Such is the 
story up to the enactment of the new Code. 


fashion, the 150 per 


Objectives of new Code respecting ac- 
celerated depreciation.—The provisions of 
the new Code respecting 


may be 


accelerated de 


preciation summed up 


as follows 
The disadvantage of using declining-balance 
depreciation with 150 per cent of the straight- 
line rate as the maximum rate is the rela- 
tively high book 


end of useful life. 


values remaining at the 
Thus, on an asset with 
a three-year useful life, assuming no salvage 
value, the book value at the end of three 
years is 12.5 per cent of cost. As the useful 
life becomes longer, the book value at the 
end of useful life increases. On a building 
with a 40-year life, the book value at the 
end of 40 years is over 21 per cent of cost. 
Hence, where salvage is zero (or nominal), 
a sizable proportion of cost is not charged 
off as during the period of 
useful life, and, as we shall see below, even 
upon ultimate disposition of the 
may not be 


depreciation 


asset, it 
possible to 
remaining cost. 

Under the 1954 Code, declining-balance 
depreciation is now permitted on new prop 
erty with a maximum rate of twice the 
straight-line With this maximum rate, 
the unrecovered balance at the expiration 
of useful life, again assuming 
is much reduced. It from 3.7 per 
cost on a three-year life to 12.851 
(See the table 


charge off the 


rate. 


no salvage, 
ranges 
cent of 
per cent on a 40-year life 
in Mr. Hirsh’s this issue of 
TAXes.) The range is frequently said to 
be 10-13 per cent. These figures apply to 
assets with useful lives running from about 
eight years to 40 
new—as distinct from 
property is eligible, to prevent taxpayers 
from enjoying the benefits of higher de- 
preciation allowances merely by exchanging 
one 


article in 


years. Generally, only 


newly acquired— 


asset for another, without expanding 


facilities. Even 200 per cent depreciation, 
however, may not reduce scrap, 
particularly longer-lived assets with small 
scrap values. ‘Therefore, the taxpayer is 
permitted to shift to a straight-line method 


assets to 


% See report of the Committee on Ways and 
Means, H. Rept. 1337, on H. R. 8300, 83d Cong., 
2d Sess., p. A48. For comment on the Senate 
version, see Senate Finance Committee, Rept. 
1622, p. 202. (These documents are referred to 
subsequently as the House and Senate reports.) 
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in order to write off an asset over its useful 
life. Further, in addition to the 200 per cent 
declining-balance method, other methods 
are permitted, subject to certain limitations. 


We consider the details below: 


Property eligible for accelerated depreci- 
ation.—Under Section 167(c), property 
eligible for accelerated depreciation (“new 
property” in this article) is 
than intangible 
useful life of 3 


(other 
with a 


property 
property) 


years or more— 


“(1) the construction, reconstruction, or 
erection of which is completed after Decem- 
ber 31, 1953, and then only to that portion 
of the basis which is properly attributable 
to such 


erection alter 


construction, reconstruction, or 


December 31, 1953, of 

December 31, 1953, 
such property com- 
mences with the taxpayer and commences 
after 


“(2) acquired after 


if the original use of 


such date.” 


This language is the language which ap- 
peared in the House bill. It was drastically 
altered by the Senate Finance Committee, 
but the House version was 
the Conference Committee.” 


accepted by 
The deprecia- 
tion methods of Section 167(b) (accelerated 
depreciation) will be presumed reasonable 
only for property other than intangible 
property, and only where the property has 
a useful life of The 
House report indicates that Section 167(c) 
(2) was written with personal property in 
mind, and (c)(1) with property in 
mind. If A buys a machine from 
the manufacturer, accelerated depreciation 
under Section 167(b) will be presumed rea- 
sonable, no matter when the machine was 
in fact made. But if A erects a building, 
accelerated depreciation will be presumed 
reasonable only to the extent of construc 
tion after December 31, 1953. Suppose A 
erects a building in 1954, uses it for a few 
months, and then sells it to B. B does not 
fall under (c)(2), because the original use 
did not commence with B, but B seems to be 
eligible under (c)(1). Yet the House report 
says that B is not eligible.” It reads (c)(1) 
as though it required the construction, etc., 
to be done by the taxpayer.“ If the 
subsequent purchaser of a 


three years or more. 


real 
new 


building may 
use accelerated depreciation as to a building 


constructed in 1954, or subsequently, so 


18 House report, p. A50. 

% See House report, p. 
paraphrased by the 
struction, etc., 
payer.”’ 


A49, where (c)(1) is 
statement that the con- 
must be incurred ‘“‘by the tax- 
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may a purchaser ot machinery. But such 
a purchaser, unlike the one who is a first 
user, must prove construction subsequent 
to December 31, 1954. Perhaps the pur- 
chaser may rely on an affidavit from a 
manufacturer. Hence, personal property 
manufactured after December 31, 1953, may 
carry special benefits provided its pedigree 
can be established. Further, the rules as 
to apportionment may be applicable in cases 
where the chattel was in process of con- 
struction prior to December 31, 1953. This 
fact may be significant on expensive items. 

Difficult questions may arise as to the 
proper apportionment oft 
assets in process of construction on 
cember 31, 1953, as to which the regu- 
lations may provide a guide. Suppose, fo1 
example, no construction has been started, 
but the plans have been drawn. Must a 
portion of the allocated to the 
planning phase? 

Methods of accelerated depreciation per- 
mitted on “new property.”—Under Section 
167(b), the term 
ance’ [for depreciation] 
(but shall not be limited to) 
computed 
methods 


basis respecting 


De- 


cost be 


allow- 
shall include 
an allowance 
under any of the following 
(The House version read 
“under any one of the following methods.” 
The reason for this 
below.) 
Method 1 
Method 
method. 


‘reasonable 


change is discussed 


is the method.” 

3 is the sum-of-the-years-digits 
This method is best explained by 
an example: A acquires new property which 
costs $175, has an estimated useful life of 
five years, and an estimated salvage value 
of $25. We add the sum of the years-digits: 

+4+3+2+4+ 1 15. As the total 
amount to be written off is $175 $25, or 
$150, we charge off 5/15 of $150 or $50 
the first year, 4/15 or $40 the second year, 
3/15 or $30 the third year, 2/15 or $20 the 
fourth year and 1/15 or $10 the last year.” 

It is apparent from the illustration that 
under the sum-of-the-years-digits method, 
as under the declining-balance method, the 
asset is written off very quickly during 
the early years and more slowly thereafter 
—in fact, in the example, one third of the 
depreciation is taken in the first year or 
one fifth of the life. 


“straight-line 


This illustration is taken from the Senate 
report, p. 201 

% Treasury Bulletin ‘‘F,’’ 542 CCH Standard 
Federal Tax Reports { 219.276; Grant and 
Norton, work cited, at pp. 93-95; Paton, Asset 
Accounting (1952), p. 269; Finney, Principles of 
Accounting (Intermediate) (3d Ed., 1949), p. 
324: Rorem and Kerrigan, Accounting Method 
(3d Ed., 1942), p. 391. The texts usually mention 
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Method 2 is the “declining balance 
method, using a rate not exceeding twice 
the rate which would have been used had 
the annual allowance been computed under 

[the straight-line method].” 


The statute presents an ambiguity of 
great importance, arising from the lack of 
a definition of “declining-balance method” 
and the committee reports make uncertain 
the meaning of straight-line rate. Under the 
declining-balance method we apply a rate to 
the depreciated balance of the account. But 
does the statute require us to determine the 
rate using the declining-balance formula 
presented above (reducing the rate to twice 
the straight-line rate if it exceeds it), or 
may we use any rate so long as it does not 
exceed twice the straight-line rate? 

The question as to the determination of 
the straight-line rate is whether 
value must be taken into 
Suppose, to use some of 


salvage 
consideration. 
the figures em- 
ployed in an example in both the Senate 
and House reports, a machine costs $2,000, 
has an estimated life of five years, and an 
estimated $200 scrap value. 

Sulletin “F’’ and accounting texts gener- 
ally state that the total amount to be writ- 
ten off is cost (or other basis) minus salvage 
($2,000 $200 $1,800); and that the 
annual depreciation charge is the amount 
to be written off divided by useful life 
($1,800/5 = $360). The term “straight-line 
rate” is defined as (or is used to mean) the 
rate which must be applied to cost to give 
the annual charge.” In the 
example, the rate is 18 per cent, since 18 
per cent of $2,000 = $360. Sut in the 
example which appears in the committee 
reports, salvage value is neglected, and the 
straight-line rate on assets with five-year 
lives is taken simply as 20 per cent. Since 
the declining-balance limit is twice the 
straight-line rate, the question is, in terms 
of the example, whether the maximum rate 
is twice 18 per cent 
20 per cent 


depreciation 


36 per cent, or twice 
40 per cent 

Considering the above possibilities, the 
statute may be interpreted in many ways, 
among which are the following: 


Interpretation A.—Apply the declining- 
balance formula. If the formula rate ex- 


that where salvage is likely to be small and 
uncertain in amount, it is frequently not con- 
sidered. See the above and Kohler, Dictionary 
for Accountants (1952), p. 147. Sometimes the 
possibility of salvage is not mentioned. Where 
salvage is small, there is no problem. The im- 
portant question is whether it may be ignored 
in all cases, even where it is likely to be appre- 
ciable, for example, with cars and trucks 
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ceeds twice the straight-line, computed by 
taking estimated salvage into consideration, 
reduce the formula rate to twice that rate 
In the above example, the formula rate is 
36.9 per cent.” Since this rate exceeds twice 


the straight-line rate 


considering salvage 


(36 per cent), we use 36 per cent 


Interpretation B.—Discard the formula, 
compute the straight-line rate as in Inter- 
pretation A and use it 
example, we get, of course, a 36 per cent 
rate, the Interpretation A. But 
suppose we use the Commerce Clearing 
House example. There we had a 50 per 
cent formula rate, but the straight-line an- 
nual depreciation reckoning with salvage is 
$3,200 — $400 $2,800 

3 3 
straight-line 
$933 


In the preceding 


Same as 


$933, and the 


rate to be applied to cost is 


IQ 4 


per cent. Twice that rate 


$3,200 


is 58 per cent. Under Interpretation B, we 
use 58 per cent, even though the formula 


rate is 50 per cent 


Interpretation C. 
compute the 


Discard the 
straight-line 
and use 
case of the 


formula, 
rate, torgetting 
that rate. In_ the 
machine in the committee r¢ 
ports, that rate is one fifth or 20 per cent 


and twice that rate is 40 per cent.” 


salvage, twice 


Before asking which interpretation is cor 
rect, let us ask whether there is likely to be 
a substantial difference in rates among the 
three interpretations. 


For many—principally 
long-lived 


assets, the ratio of salvage to 
likely to be so low that twice the 
straight-line rate will be less than the declin- 
ing-balance formula rate ™ 


cost 18 


and, hence under 
Interpretation A twice the straight-line rate 
will apply. In such Interpretations 
A and B give the same rate, which usually 
will be very 
rate.” 


cases, 


close to the Interpretation C 


$200 


"The formula rate is 1 5th root of ——— 
$2,000 
1 5th 369 = 36.9 
per cent 

*% Another possibility is to find the formula 
rate as in Interpretation A, and if it exceeds 
twice the straight-line rate applicable to the 
amount to be depreciated, reduce it to that rate. 

“If scrap is less than 4.9 per cent of cost, 
twice the straight-line rate applies, regardless 
of useful life. On a three-year life, if scrap is 
over 4.9 per cent of cost, the formula applies 
But as the useful life becomes longer, the for- 
mula applies only for higher and higher scrap 
values. On a 50-year life, the formula does not 
apply unless there is about a 20 per cent scrap 
value, an unlikely situation. 
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Interpretations A, B and C tend to give 
substantially the same results on long-lived 
assets where salvage values are low, but on 
short-lived with appreciable 
values the differences can be 


assets scrap 
great. In- 
terpretation B can yield a rate almost one 
and one-half times Interpretation A.” In 
the Commerce Clearing House illustration, 
which does not present the extreme case, 
the Interpretation B rate is 58 per cent, or 
16 per cent higher than the Interpretation 
A rate of 50 per cent. Further, 
tation C can yield much higher rates than 
Interpretations A or B Again, consider 
the Commerce Clearing House illustration, 
which represent the extreme 
The Interpretation C rate is twice 33% per 
cent or 67 per cent, as compared to an Inter- 
pretation A rate of 50 per cent and in Inter- 
pretation B rate of 58 per cent. Hence, it 
does make a real difference which interpreta 
tion is adopted. Car and truck depreciation in 
particular will be much affected. Which one 
was intended? Space prohibits full discussion 
of this significant question, but the argu- 
ments may be summarized briefly as fol- 
The case for Interpretation A is this 


Interpre 


does not 


lows 


(a) The 
described in 


declining-balance method as 
accounting literature is cus- 
tomarily presented in terms of the formula 
described We should look to this 
formula in accordance with the general rule 
that a technical term 


above 


used in a statute 1s 
assumed to be used in accordance with its 
definition by the profession which employs it 


(b) The House report described the de- 
clining-balance method as one under which, 
at the expiration of 
mains an 


useful 
undepreciated 
represents salvage value.” 


life, there re- 
balance 
This statement 
is true only if we use the formula method. 


which 


(c) The other interpretations in 
will book value to 
in less than their useful life. It 


that will 


many 


cases reduce 


salvage 
is obvious 


such occur in the Commerce 


* For tables of depreciated book value for 
various rates, see Grant and Norton, work 
cited, Table 35, p. 451. Each rate represents 
twice the straight line for a particular esti- 
mated useful life. Thus, the 5 per cent rate 
represents twice the straight line on a 40-year 
life, the 10 per cent rate, twice the straight 
line on a 20-year life, etc. See also the com- 
panion table, p. 449 

21 For a three-year life, the extreme difference 
occurs when scrap is about 35 per cent of cost 
Then twice the straight-line rate applicable to 
cost is about 43 per cent, while the formula 
rate is about 29 per cent. For lenger lives, the 
extreme cases occur with higher scrap-cost 
ratios. 

2 House report, p. A48 
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Any underpayment of 

estimated corporate tax will 

result in a charge, computed at the 
rate of 6 per cent per annum on 
the amount of underpayment 

for the period of underpayment. 


Clearing House example, using Interpreta- 
tion B or C 


(d) While Interpretation A requires the 
use of logarithms to compute the rates, the 
need for a table of logarithms can be 
avoided by the use of tables which will give 
rates for all common useful lives and scrap- 
cost ratios. The 200 per cent limitation can 
be reflected in the tables. The use of a 
table is a small demand to make in return 
for the privilege of using 200 per cent de- 
clining-balance depreciation 


(e) Salvage should be considered in com- 


puting the straight-line rate in accordance 


with prior regulations and accounting theory 


The argument for Interpretation B might 
run as follows 


(a) In modern usage, “the declining- 
balance method” refers only to a method 
which applies a fixed rate to a depreciated 
balance, not to one which necessarily deter- 
mines the rate by the textbook 


(b) If Interpretation A were the intended 
interpretation, the Congressional 
would have mentioned the 
they do not do so. 


formula.’ 


reports 
formula, but 


(c) Interpretation A is too complex, since 
it involves either the use of 
complex calculation. 


Under 


Vvage 


tables or a 


Interpretation C we neglect sal 
values in computing the straight-line 
rate. While accounting literature provides 
little support for this interpretation, we 
must consider an illustration in the House ™ 


and Senate *” reports 


The example assumes that six machines 
are purchased for $2,000, each with an aver 
age useful life of five years. No explicit 
Statement is made as to whether there is an 
assumed salvage value. The appropriate 
straight-line depreciation rate is said to be 
20 per cent, and twice the straight-line rate 
is said to be 40 per cent. A line or two 


33 Grant and Norton, work cited, at p. 191, 
adopt this point of view. 
™* House report, p. A50. 
** Senate report, p. 204 


*% Senate 
straight-line 


report, p. 202 
plan, a rate 


Under a 
higher 


multiple 
than simple 


Depreciation 


later, the example states that salvage values 
are shown in an accompanying table. This 
table that machines are retired at 
various ages from three to seven years, all 
with $200 value except for one 
machine, retired in the seventh year, which 
has no salvage value. 


shows 


salvage 


This example is ambiguous. Are we to 
infer that the straight-line rate is 20 per cent 
because no salvage was anticipated when 
the machines were bought; or are we to 
infer that salvage was anticipated, but the 
rate is 20 per cent because salvage is to be 
forgotten ? If the 
must say that salvage values are 
illustrate how 
treated when they occur 


former is correct, we 
shown 
merely to they are to be 
The regulations 
should clarify these questions. 


Suppose Interpretation B or C is correct 
In many instances, an Interpretation B or 
Interpretation C rate, if continued long 
enough, will reduce the depreciated balance 
below scrap. Must one stop taking depre- 


ciation when the level is reached? 


If we must, the rule is simple enough if we 


scrap 


have single-item accounts. 
have group, 


? 


But suppose we 
classified ac 
Perhaps we must stop taking de- 
when the 


composite or 
counts 
preciation depreciated balance 
equals the assumed scrap values of all the 
items in the account. 


Method 4 is “any other consistent 
method productive of an annual allowance, 
which, when added to all allowances for the 
period commencing with the taxpayer’s use 
of the property and including the taxable 
year, does not, during the first two-thirds 
of the . life... exceed the total of such 
allowances ... [under the declining-balance 
method described as Method 2].” 


The purpose of this method is to permit 
the use of depreciation plans other than 
Methods 1, 2 and 3, generally, and of mul 
tiple straight-line plans specifically.” Method 
2, the declining-balance plan, is the principal 
accelerated depreciation plan discussed in 
accounting texts. But interest in the sub 
ject in recent years has stimulated work on 
other At least three plans 
have been proposed, all of which show real 
possibilities. 


arrangements. 


One is a geometrical progres 
sion devised by Oscar S, Nelson.” Another 


1S a reverse arrangement 


sinking-fund 


straight line is applied in the early years, and a 
lower rate subsequently. See Grant and Norton, 
work cited, at p. 198. 

** Nelson,‘‘A Diminishing Depreciation Method 
Based on Geometric Progression Formula,”’ 90 
Journal of Accountancy 57 (1950). 
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worked out by Harold Bierman, Jr.% The 
third, using the sine curve, was developed 
by Harold Benjamin.” 

So long as we 
depreciation by 
and = the 
should we 
There are 


are permitted accelerated 
the declining-balance method, 
sum-of-the-digits method, why 
be interested in other systems? 
excellent reasons for considering 
other methods: 

Both Method 2 (declining balance) and 
Method 3 (sum of the digits) are methods 
of accelerated depreciation. In some cases 
not accelerated, but retarded, depreciation 
is advisable. Suppose X Corporation is just 
starting business (or is entering a new line). 
It estimates that for the first several years 
its profits before depreciation will be zero 
or less. 


tion? 


Does X want accelerated deprecia- 
Absolutely not. What it wants is a 
plan which will minimize depreciation charges 
in the early that in later years 
depreciation charges can be offset against 
profits.” A properly 


years so) 


selected plan under 
Method 4 will accomplish just this result.” 
In fact, if Interpretation B or Interpretation 
C is the law, may we not simply employ 
the declining-balance method employing a 
rate substantially less than twice the straight 
line rate, Section 167(b)(2) tells us 
that the declining-balance rate “can 
not exceed” twice the straight-line rate? 
Hence, we can use a low rate and, subse- 
quently, when operations become profitable, 
switch over to the straight-line method, as 
allowed by Section 167(e). 

The taxpayer may wish to write off fixed 
assets in the early years at a greater rate 
than that provided for by Methods 2 and 3. 
Plans can be developed which will provide 
accelerated depreciation and still meet the 
limitations of Method 4, discussed below. 

The like accelerated de 
preciation but only in smaller doses than 
that resulting from Methods 2 and 3. The 
taxpayer may be unable to absorb profitably 
all of the accelerated depreciation provided 


since 
only 


taxpayer may 


by these plans, because profits before depre- 
ciation may be insufficient, or he may believe 
that rate will so 
affect taxable income, taxes, and net profits 
after taxes that the comparative income 
statement will be distorted in future years 


acceleration at a steep 


7° Bierman, letter commenting on the article 
cited in the preceding footnote, 92 Journal of 
Accountancy 21 (1951) 

* Benjamin, ‘‘A Diminishing Depreciation 
Method Based on a Sine Curve Works with Any 
Scrap Value," 89 Journal of Accountancy 303 
(1950) 

* The provision for the carrying forward of 
losses to some extent reduces the need for re- 
tarded depreciation 
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For this firm, a plan can be and should be 
worked out to provide the moderate ac- 
celeration desired. 

The declining-balance method, as noted 
above, often will not depreciated 
book value to assumed scrap value during 
the assumed usefzul life. While the tax- 
payer may exerc.se his privilege, under Sec- 
tion 167(e), of switching to the straight-line 
method, the change-over may cause a con- 
fusion in the accounts. More important, let 
us suppose that the account is a multiple- 
item account. Switching to the straight-line 
system permits full depreciation during the 
remaining useful life for items then in the 
account, but accelerated depreciation will 
not be available for items subsequently pur- 


reduce 


chased, unless, of course, the taxpayer is 
permitted to, and does, establish a new ac- 
count for subsequent purchases. 


The sum-of-the-digits method (Method 
3) leaves no undepreciated balance, but suf- 
fers a defect of its own: It works nicely 
for single items but cannot be applied to 
a multiple-item account, unless a separate 
record is maintained for every item in the 
account. The apparent: Where 
items are constantly being added to and 
removed from the there is no 
number to serve as the numerator 
Method 3 fraction, and where the 
have different useful lives, there is 
no single useful life the digits of which can 
be added to supply the denominator.” 

What are the limitations on a plan under 
Method 4? There are two tests set out in 
167(b)(4): namely, it must be a 
“consistent” method and it must not result 
in charging off more depreciation during 
the first two thirds of the life of the asset 
than would have been charged off under 
Method 2, the declining-balance method. 

What is a consistent method? I sug- 
gest that it is a method which can be, and 
is, applied uniformly in the same fashion to 
the same group of assets year after year 
Probably the Treasury will hold also that it 
is one which results in an automatic com- 
putation of the depreciation allowance pur- 
suant to a fixed rule. 
a taxpayer 


reason 1s 


account, 
single 
of the 
items 


Section 


It seems to me that 
will not be able to estimate 


(Continued on page 758) 


"Mr. Benjamin's method, cited at footnote 


29, by a simple modification will 
retarded depreciation plan. 

% Perhaps some technique can be worked out, 
but it would not be the sum-of-the-digits method 
described in the Senate and House reports. It 
probably would be classified as ‘‘any other’ 
plan under Method 4 


provide a 
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Changes Are Equitable, but Most 
Old ‘Case Law’’ Will Still Be Fully 
Effective, Under the 1954 Code 


Natural Resources 


Under the 1954 Code 


By G. W. WELSCH, CPA; Lybrand, Ross Bros. & Montgomery, Dallas, Texas 


‘UBCHAPTER I of the 


nue Code of 


Internal Reve- 
1954 contains most of the 
sections which pertain to the computation 
of income and to deductions attributable to 
the production of oil and gas and of min- 
erals. This subchapter is divided into three 


‘ 


parts: 


Part I—Deductions—Sections 611-616. 


Part II—Exclusions from Gross Income 


Section 621. 


Part I11I—Sales and Exchanges—Sections 
631-632. 


This grouping of related sections in one 
place under pertinent headings is, in itself, 
a substantial improvement over the hap- 
hazard arrangement of the old Code but, 
in addition to the simplification of structure, 
the 1954 Code makes a number of substan- 
tive changes in the tax law 
natural 


as it relates to 
resources. These changes correct 
inequities, close loopholes and, in instances 
where administration of the Code by the 
Internal Revenue Service has been contrary 
to the spirit of the law, more clearly define 
the meaning of terms used, so that Congres- 
sional intent can be determined. For the 
most part, the changes made appear to meet 
with the approval of producers of oil and 
gas and of minerals. Although, undoubtedly, 
some problems will arise in the interpreta- 
tion and administration of the law which 
will require corrective legislation at a future 
date, the new Code as a whole appears to 
be a major step forward. 

In this article, the effect of the substan 
tive changes which have been made will be 


discussed, but little will be 


space devoted 


Natural Resources 


to those sections 


which have been carried 
forward unchanged from the prior Code 


PART I—DEDUCTIONS 


Sections 611 through 616 of the new Code 
provide for those deductions from income 
which are peculiar to the exploration for, 
and development and production of, natural 
resources. These deductions are depletion, ex- 
ploration expenses and development expenses. 

As in the 1939 Code, the allowance for 
depreciation of improvements is provided 
for jointly with the provision for the allow 
ance of depletion because producers of natu 
ral resources are permitted to depreciat« 
improvements on a unit-of-production basis 
However, Section 167(h) of the 1954 Code 
makes clear that this is an additional method 
available for natural and that 
operators of mines and of oil and gas prop 
erties are entitled to use any of the depreci 
ation methods permitted under Section 167, 
including the “straight line’ method, the 
“declining balance at 200 per cent of straight 
line” method and the “sum of the digits” 
method. Section 611(c) is a cross-reference 
to Section 167. 


resources, 


Depletion—Sections 611-614 


Perhaps the most important deduction 
available to producers of natural resources 
and the one which has done the most to 
advance the development of natural resources 
in the United States is the deduction for 


depletion. , 


Section 611 is derived from Section 23(m) 


of the 1939 Code. It grants a “reasonable 
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allowance for depletion” to the holders of 
economic interests in “mines, oil and gas 
vells, other natural deposits and timber.” 
lwo important 
grant of the 


Code 


Although the 1939 Code provided for the 
apportionment of depletion between lessor 


changes are made in tli 


depletion allowance by tlhe 


new 


and lessee in the case of leases, and between 
income beneficiary and trustee where prop 
erty was held in trust, it contained no 
provision for the apportionment of the deple- 
tion allowance during the period of admin 
istration of an The courts 
interpreted this omission to mean that even 


estate. have 
though income was distributed by an estate, 
the depletion allowance did not follow the 
income but was available only to the es 
tate.” The 1954 Code provides that the 
depletion deduction shall be apportioned be 
tween the estate and the heirs, legatees and 
devisees upon the basis of the income of the 
estate allocable to each (Section 611(b)(4)) 

The second change in the 
depletion allowance is an 


grant of the 
enlargement of 
the definition of a “mine.” The Treasury 
has consistently held that tailings piles, culm 
banks and other mine dumps were neither 
“mines” nor “natural deposits.” The courts 
allowed depletion when such piles or 
dumps were reworked by the owner and 
operator of the 
interest thereto,’ 


have 


mine or a successor in 
but the Commissioner ruled 
that no depletion would be allowable, even 
where the culm banks or tailings piles were 
reworked by the original owner of the mine 
unless the operation of reworking the ma 
terial was an integrated step in a mining 
operation and was the final step in a proc 
ess which 


first 


had its beginning 
from the 


when the ore 


was mine.® 


removed 
‘ 


Under the 
includes 


Code, the term 
“deposits of waste or 


new ‘mines” 
residue, the 
minerals from which 
section 613(c).” 
In effect, the 1954 Code adopts the theory 
upon which the court 


extraction ot ores or 


is treated as mining under 


were decided, 
and permits the depletion allowance where 
the extraction of the 


cases 


minerals 
from the tailings piles or culm banks is done 
by the mine owner or operator but does not 
allow percentage depletion where such ex 
traction is done by a purchaser of such 
or of the rights to extract 
therefrom (Section 613(c)(3)) 
made for the allowance 


ores) or 


waste or residue 
minerals 
Provision is also 
'C. D. Woodard, CCH Dec. 686, 2 BTA 43° 
Brad L. Sneed, CCH Dec. 19,759(M), 12 TCM 711i 


* Commissioner v. Kennedy Mining & Milling 
Company, 42-1 ustc § 9271, 125 F. (2d) 399: New 
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of depletion to the successor in interest of 
the original mine owner or operator, the 
1954 Code providing that if one corporation 
acquires the assets of another in a tax-free 
reorganization, the acquiring corporation 
shall be entitled to the same rights of deple- 
tion with respect to culm banks, tailings 
piles, etc., as was its predecessor (Section 
38l1(c)). The Senate Finance Committe 
report points out that the term “purchaser” 
does not apply to a lessee upon the renewal 
of a mineral lease if such lessee was entitled 
to depletion in respect of the waste or resi- 
due prior to the renewal of such lease. On 
the other hand, the term “purchaser” in 
cludes a person who acquires such waste o1 
residue in a taxable transaction, even though 
such waste or residue is acquired as an 
incidental part of the whole mine property. 

Under the 1939 Code, three types of 
depletion were provided for: cost or unit 
depletion, percentage or “statutory” deple- 
tion, and discovery-value depletion. Cost 
depletion was permitted to all owners of 
economic interests in natural resources, but 
percentage depletion was limited to econo- 
mic interests in a specified list of minerals. 
Discovery-value depletion was available with 
respect to which were not 
entitled to percentage depletion. Discovery- 
value depletion was the forerunner of per 
centage depletion, and has been a part of 
the tax law since 1918. The allowance of 
depletion based on the values added by the 
discovery of the mineral content of the 
property was intended to correct tie serious 
inequity resulting from the taxation of these 
additional the allowance of 
any compensating deduction. Difficulties in 
administration prompted the substitution of 
the allowance-of-percentage 


those minerals 


values without 


depletion, in 
lieu of discovery-value depletion, for mor 
and more minerals until, by 1953, relatively 
few minerals were entitled to discovery 
The 1954 Code eliminates 
discovery-value depletion entirely and pro 
vides, instead, that in addition to those min 


value depletion. 


erals named as being entitled to percentage 
depletion at specified rates, the allowance 
for percentage depletion at 15 per cent of 
from the property shall be 
available to ail other minerals except soil, 


gross 


income 
sod, dirt, turf, water and mosses; minerals 
from sea water; air; and similar inexhaust! 
Thus, 1954 Code, 
any owner of an economic interest 1m mine 


ble sources. under the 


Idria Quicksilver Mining Company v. Commis 
sioner, 44-2 ustc { 9460, 144 F. (2d) 918 


Rev. Rul. 4, IRB 1953-2, 4. 
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rals other than those specifically named 
above is entitled to an allowance for either 
cost depletion or percentage depletion, which- 
ever produces the greater deduction. 

The 1954 Code changes some of the rates 
of percentage depletion allowable. No rates 
are reduced from those allowed by the 1939 
Code, but certain rates are increased—par- 
ticularly those of critical and strategical 
minerals produced from deposits within the 
United States. 

Six classifications of 
vided for in the new 
1 through 5 list the 


depletion at 271% 


minerals are pro 
Code 
minerals 


Classifications 
entitled to 
per cent, 23 per cent, 15 
per cent, 10 per cent and 5 per cent of gross 
income, respectively. Classification 6 lists 
all minerals entitled to depletion at 15 per 
cent which were named in the prior law, but 
which are not named in Classification 3 of 
the new Code and, in addition, it contains 
the catch-all allowance of 15 per cent to all 
other lieu of 
depletion, discussed above 


End-Use Rule.—The 


minerals, in discovery-value 


necessity tor two 


classifications of minerals entitled to deple 


tion at 15 per cent is found in the so-called 
“end-use rule.” In defining certain of the 
substances to which percentage depletion is 
applicable, 


been 


the Treasury has for many years 
guided by the use to which the ma 
terial was pvt rather than the nature of the 
material itself. In an extension of this end 


use rule, the Commissioner was sustained 
by a district court in denying depletion on 
chromite ore used in refractories for high 
temperature metallurgical furnaces because 
the use of 


the ore for refractories was not 


prop- 
The end-use 


and, therefore, the 


metal 


a “metallic use” 


erty 


was not a mine.* 


being 
an unwarranted and unsupportable criterion 
In the 


rule has been severely criticized as 
first place, no one can say that any 
ise is not a metallic use if the 


haracteristics of the 


physical 
mineral better qualify 
it for the use to which it is put. Second, the 


producer of ores or minerals often has little 
control which the 
put by the eventual consumer, 
and it is obviously inequitable to deny deple 
tion to a 


or no 


over the use to 
products are 
mine 


operator because the 


pur 
what the 


a nonmetallic use 


haser of the output puts it to 


Treasury considers to be 


Congress recognized the 


injustice of the 
end-use rule and severely limited its scope 
and application in the 1954 Code 


use rule is 


| he end 


specifically made inapplicable, 


‘Ee. J. Lavino & Company v. U. 8., 47-2 
" 9336, 72 F. Supp. 248 (DC Pa.) 
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under all circumstances, to those minerals 


named in Classifications 1 through 5. It 
applies to Classification 6, to reduce allow- 
able depletion from 15 per cent to 5 per 
cent, when minerals covered by that classifi- 
cation are used or sold for use, by the mine 
owner or operator, as riprap, ballast, road 
material, rubble, concrete aggregates or for 
similar Thus, while the end-use 
rule may serve to reduce the allowable rate 
of depletion to the rate allowable for sand, 
shale and stone when minerals are used as 


purposes. 


a substitute for such materials, it cannot be 
used to deny percentage depletion to a mine 
owner. Moreover, the end-use rule does not 
apply unless the 
sold for 
operator 


material is so used, or 
such use, by the mine owner or 
Thus, for the depletion rate to 
be reduced, the mine owner or operatot 
must, in effect, give his consent to such use 
In addition, to prevent unfair competition, 
the 1954 Code that the 


rule does not apply, even when the minerals 


provides end-use 
are used for the prescribed purposes, if the 
mineral is “sold on bid in direct competition 
with a bona fide bid to sell a mineral listed 
in paragraph (3),” as—for example—when 
limestone is sold in competition with asphalt 
for road-building purposes 


Gross Income from Property.—Percent 
age depletion is computed as a percentage 
ot the from the 
from the 
ot a property 


gross income property 
property, in the 


than an oil or gas 


(sross 


mcome 
Case other 
well, is defined as “gross income from min 
ing.” As in the 1939 Code, 


is defined as including 


the term “mining” 


not merely the 
minerals from the ground but also 
the ordinary treatment 
applied by mine 
order to 
able products and so 
much of the transportation of ores or min 


extraction of the 
ores or 
processes normally 
owners or 
obtain the 


mineral 


operators in 
commercially 
product Of 


market 


erals (whether or not by common carrier) 


from the point of extraction from the ground 
to the plants or mills in which the ordinary 
treatment 


processes are applied thereto as 


is not in excess of 50 miles unless the Secre 
tary or his delegate finds that the physical 
and other that the 
transported a vreatel 
distance to such plants or mills.” 


requirements are such 


ore or mineral must be 


In the past, considerable controversy has 


arisen as to what “ordinary 


constituted 
particularly 


minerals 


treatment processes,” 


with re 


spect to those which were most 





recently added to the list of minerals en- 
titled to percentage depletion. Although the 
1939 Code contained a list of processes in- 
cluded in the term “ordinary treatment 
divided into four general classifi- 
there were 


processes,” 
cations, still areas of dispute. 
For example, in a recent case, the Tax 
Court held that the oil treatment of coal 
for the purpose of allaying dust was not an 
ordinary treatment process and that, there 
fore, a deduction must be made from the 
price received for the coal for the part of 
the value attributable to the oil treatment.® 
In another case, the Tax Court held that 
the pulverization of tale was a normal treat- 
ment process, but the Commissioner an- 
nounced his nonacquiescence in this decision ° 
and, in an amendment to the regulations, 
indicated that the decision would not be 
These and other disputes as to 
what constitutes ordinary treatment proc- 
were resolved in 
payers in the 1954 Code 
“dust allaying” 
vent freezing” 


followed.’ 


esses favor of the tax- 
which specifically 


adds and 


“treating to pre- 
in the case of coal, and “the 
pulverization of talc, the burning of magne 
site and the sintering and nodulizing of 
rock” as part of the ordinary 
processes embraced within the 


phosphate 
treatment 


term “mining.” 


The 


erals 


definition of 
from the 


“extraction of the min 
ground” was broadened to 
include the extraction by mine owners or 
operators of ores or from the 
in accord 
“mines” dis 


minerals 
waste or residue of prior mining, 
with the broader definition of 
cussed The definition 
extraction of 


below. 
tend to the minerals 
by a purchaser of such waste or residue or 
of the rights to extract 


does not ex- 


ores or 
minerals therefrom 


Definition of ‘Property’’—Section 614 


Percentage depletion is 
percentage of the 


property” 


computed as a 
income from “the 
and, as in the 1939 Code, is lim- 
ited to 50 per cent of the net income 
“the property.” 


gross 


from 
The Commissioner has de- 
fined a property to be 
est owned by the 
tract o1 


“each separate inter- 
taxpayer in each separate 
parcel of land, whether separated 
geographically or by conveyancing.”* The 
courts have not always upheld this defini- 
tion and have applied practical economic 
tests,” but the Treasury has refused to fol- 
low decisions. 


these The regulations under 


5’ Black Mountain Corporation, Dec. 
20,171, 21 TC —, No. 83. 

* 1952-2 CB 4 

*T. D. 6031, 1953-2 CB 120. 

®G. C. M. 24094, 1944-1 CB 250. 


CCH 
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the 1939 Code, however, do permit a tax- 
payer to elect to treat as one property two 
or more mineral interests included within 
the same tract or parcel of land. 

The 1954 Code adopts the Treasury defi- 
nition of a property, providing that “the 
term ‘property’ means each separate inter- 
est owned by the taxpayer in each mineral 
deposit in each separate tract or parcel of 
land,” but broadens the election to permit 
a taxpayer to treat as one property any two 
or more separate operating mineral interests 
which constitute part or all of an operating 
unit and to treat as a separate property any 
interest which he does not so elect to com- 
bine into the aggregation. The election, 
once made, is binding for future years 
permission is procured from the 
Commissioner for a different treatment. A 
similar election is available with respect to 
nonoperating 


unless 


interests, such as_ royalties, 
contained in a single tract or parcel of land, 
or two or more contiguous tracts or parcels 
of land, if permission is obtained from the 


Commissioner upon a 


showing of undue 


hardship. 
The aggregation of separate interests into 
one property, if elected, is for all purposes 


Exploration Expenditures—Section 615 


With two exceptions, only minor clerical 
changes were made in this section, adopted 
from Section 23(ff) of the 1939 Code. The 
$75,000-per-year limitation was increased to 
$100,000, and changes were made in various 
applications of the four-year-limitation rule 
to conform to basis changes made by the 
new Code and to give recognition to the 
carry-over of certain 
reorganizations under 


elections in tax-free 


Section 381. 


Development Expenditures—Section 616 


This section from Section 
23(cc) of the 1939 Code. Except for con- 
forming clerical changes, no revision 
made by the Revenue Code of 1954 


was derived 


was 


Intangible Drilling 
and Development Expenses— 
Oil and Gas—Section 263(c) 


To make clear that the general rule re- 
quiring the capitalization of amounts spent 
in the improvement of property does not 


* Black Mountain Corporation, CCH Dec. 


14,852, 5 TC 1117, NA., 1946-2 CB 6; Amherst 
Coal Company, CCH Dec. 16,555, 11 TC 209, NA., 
1949-1 CB 5; Gifford-Hill &@ Company, Inc., 
CCH Dec. 16,681, 11 TC 802, aff'd, 50-1 usr 
§ 5952, 180 F. (2d) 655. 
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apply to intangible drilling and development 
costs, the 1954 Code provides that such 
costs shall be deductible under regulations 
prescribed by the Secretary or his delegate. 
The 1939 Code contained no authorization 
for the deduction of intangible drilling and 
development costs in the and 
gas wells. The election to capitalize or deduct 
such granted by the 


case of oil 


costS was 


When these regulations were challenged 
by the Court of Appeals for the Fifth Cir- 


cuit,” 


regulations 


Congress passed a concurrent resolu- 
affirming the A\ithough 
force of 
The 
new Code specifically removes any question 
legality of the election to deduct 
or capitalize intangible drilling and develop- 
ment expense 


tion regulations 
resolution did not 


law, it 


this 


have the 
indicated Congressional intent 


as to the 


by authorizing the issuance 
of regulations similar to the present regula- 
tions. These regulations are, therefore, given 
the force of law, but no substantive change 
is made by the 1954 Code in the treatment 
of intangible drilling and development costs. 


PART II—EXCLUSIONS FROM INCOME 


Section 621 corresponds to Section 22(b) 
(15) of the 1939 Code, and provides for the 
exclusion from income of certain payments 
made by the United States or any instru- 
mentality thereof for the encouragement of 
exploration for, or development or mining 
of, certain critical or strategic minerals. No 
substantive changes were made in this section 


PART III—SALES AND EXCHANGES— 
SECTIONS 631-632 


The 1939 Code granted special treatment 
to the owners of timber, or contract rights 
to cut timber, who had held such rights for 
at least six months prior 
of the year in which the 
(Section 117(k)(1)), 
ceived by the 


to the beginning 
timber 
and to 


owners of 


was cut 
amounts re- 
timberlands from 
the right to cut timber 
under cutting contracts or leases and amounts 


grants to others of 


received by owners of coal properties from 
coal royalties (Section 117(k)(2)). This 
special treatment is continued under the 
1954 Code, with certain modifications. The 
treatment of the gain realized on the sale of 
an oil and gas property by an individual 
who discovered the property is also 
by the 1954 Code 


retained 


oF H, E. Oil 
45-1 ust 
45-1 ust 


Company v. Commissioner, 
§ 9200, 147 F. (2d) 1002; reh’g den., 
7 9280, 149 F. (2d) 238 
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Election to Consider Cutting as Sale 
or Exchange—Section 631 


The right, given by the 1939 Code, to a 
taxpayer owning timber or a contract right 
to cut timber for a period at least six months 
prior to the beginning of the taxable year 
in which such timber is cut to elect to treat 
the cutting of such timber as a sale of such 
timber to itself is continued by the 1954 
Code. The definition of “timber” is ex 
tended to include which 
are more than six years old at the time they 
are severed from their roots and are sold 
for ornamental purposes.” This extension 
of the definition of the word “timber” can 
cels out a recent Treasury ruling that Christ 
mas trees do not constitute “timber” within 
the meaning of the election granted by Sec 
tion 117(k) of the 1939 Code." 


When the election 
made, any gain, or 
difference 


“evergreen trees 


this section 1s 
measured by the 
between the fair market value 
of the timber on the first day of the taxable 
year in which the timber is cut and the 
allowable depletion on such timber—is con 
sidered as 


under 


loss- 


gain or loss upon the sale o1 
exchange of used in the trade or 
that is, gain is capital gain but 
loss is ordinary loss, Thereafter, the fair 
market value which has been used in com 
puting such gain or loss is considered as the 
cost of such timber for all 


which cost is a 


The Internal Service has been 
attempting to disallow certain administrative 
and other expenses in connection with the 
holding and measurement of timber, to the 
extent that these expenses 
during the 


assets 


business; 


purposes for 
necessary factor. 


Revenue 


pertain to tim 
and to 
such 
as part of the basis of the timber cut 


ber cut year, require 


taxpayers to capitalize expenditures 
This 
treatment would reduce capital gain instead 
of giving the taxpayer an ordinary deduc 
tion The House of 
Representatives wrote this treatment into 
the 1954 Code as Section 272(a), but the 
Senate succeeded in deleting this provision 
from the bill as finally enacted. The Senate 
Finance Committee that the 
effect treatment 
of such expenses which is provided undet 
and 


for the expenditures 


report states 


deletion “in continues the 


present law regulations.” ”* It would 
thus appear that the Senate does not believe 
that the present law required the capitaliza 


tion of these expenditures 


1 Rev. Rul. 217, 


2 Report of Senate Finance Committee, p. 81 


IRB 1953-22, 2 
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Disposal of Timber 


with Retained Economic Interest— 
Section 631(b) 


The 1939 Code combined in one para 
graph the provisions regarding the disposi 
tion of timber with a retained economic 
interest and the disposition of coal with a 
retained economic (Section 117(k) 
(2)). The 1954 treats sepa- 
rately from coal 


interest 


Code timber 


As in the 1939 Code, an owner of timber 
who disposes of such timber under a con- 
tract whereby he retains an economic inter- 
est in the entitled to treat the 
difference between the amount realized from 
the disposal of such timber and the ad- 
justed depletion basis thereof as capital gain 
or ordinary However, the new Code 
makes that the date of the disposal 

is the date that the timber is 
date that the contract for cut 
ing the timber is made, overruling Spring 
field Plywood Corporation.” Tf 
made to the ownet 


timber is 


ines 
clear 
of the timber 
cut, not the 


payment is 
before the timber is cut, 
elect to treat the date of 
as the date of disposal of the tim 
ber. The new Code extends the definition 
of “owner” to include any person who owns 
an interest in the timber, including 
lessor and a 
the timber 


the owner may 


payment 


a sub- 


holder of a contract to cut 


Disposal of Coal 
with Retained Economic Interest— 
Section 613(c) 


The 1954 Code 


which has 


provides that where coal 


been owned for 


a period of at 


least six months is disposed ot 


under a 


contract whereby an 


economic interest 18 


retaimed, the transaction gives rise to cap 
loss As in the 1939 
period is measured 
the date of acquisition of the coal to 
the date it Under the 1954 Code, 
loss 1s measured by the difference 
between the and the ad 
plus the 


vear in the 


ital gain or ordinary 


Code, the 
from 


six-month 


is mined 
gain o1 
amount received 
justed basis, 

that 
of the contract under which 


the disposition occurs and im the 


depletion 
expended 


amounts 
during making 
or administering 
preserva 
tion of the economic interest retained undet 
the contract he that 
expenditures for ad-valorem taxes, fire pro 
tection, bookkeeping, technical 
supervision, flood control, legal and techni 
cal services, ete 


provision requir ny 


msurance, 


, reduce capital gain instead 


of being available 


deductions 1s 
(Section 272). Such 


as ordinary 


1954 Code 


new im the 


CCH Dec 
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treatment is required for these expenses in 
any year in which i 
under the contract, 
any coal is mined. 

If no income is received in the taxable 
year in which the expenditures are incurred, 
the limitation does not apply, and the ex- 
penditures may either be capitalized as 
carrying charges on property under Section 
266 or deducted as ordinary and necessary 
business expenses under Section 165(a). If 
the sum of the allocable part of the ad 
justed depletion basis and the expenditures 
required to be added thereto exceeds the 
amount received in the taxable year, the 
excess is treated as a loss from the sale of 
assets used in a trade or business and to 
the extent not offset by gains from the sale 
of assets used in a trade or 
deductible as an ordinary loss (Section 
1231). As in the 1939 Code, the 1954 Code 
provides that the owner of the coal is not 
entitled to percentage depletion with respect 
to coal disposed under this section and that 
the section does not apply to an owner who 
is a coadventurer, partner or principal in the 
mining of the coal. 


received 
whether 


any income is 


regardless of 


business it is 


Sale of Oil or Gas Properties— 
Section 632 


The 1954 Code made no change in exist 
ing law with respect to the limitation of 
surtax on any profit attributable to the sale 
by an individual of oil and gas property 
when the principal value had been demon 
strated by prospecting or by exploration o1 
discovery work (Section 105 of the 1939 
Code). This limits the surtax on 
such sale to 30 per cent of the selling price 
of the property. It is of very restricted 
application because, ordinarily, if the prop 
erty has been held for over six months, the 
gain realized will be taxable as capital gain 
under Section 1231, and the tax will be 
lower than the limitation provided in See 
tion 632 


section 


OTHER PROVISIONS AFFECTING 
NATURAL RESOURCES 


The producer of natural 
any other 


resources, like 
taxpayer, is interested in, 
affected by, all of the sections in the 
nal Revenue Code. It is not the purpose ot 
this paper to cover those 
are of general application 


and 
Inter 
which 


sections 


There however, 
general application 


are, some sections ot 


which have provisions 
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directly related to the production of natural 
resources. These specific provisions will be 
briefly mentioned. 


Net Operating Loss Deduction— 
Section 172 


As computed 
1939 
tion 


under Section 122 of the 
Code, the net operating 
based on the 


deduc 
only a 


loss 


that 
carried for 


theory 
economic should be 
ward or back. Therefore, adjustments were 
required to be made to the income of the 
to the loss and 


Was 
true 


loss 


veal to the in- 
come of each year through or to which the 


net operating 


LIVIN ise 


loss was carried. 


One of the required adjustments was the 
restoration of the excess of percentage deple- 
tion depletion to income. This 
adjustment substantially nullified the bene 
fits of the net 


over cost 


operating loss deductions 


to producers of natural 


resources, and placed 
those producers with fluctuating incomes at 
a competitive disadvantage with those with 
Under the 1954 Code, 


concept 


more stable incomes 
the economic-loss aban- 


doned and the method of computing the net 


has been 
operating loss deduction greatly liberalized 
An important change, to the producer of 


iatural resources, was the 


elimination of any 
provision requiring the restoration of the 


excess of percentage depletion over cost 


depletion 
Mining Joint Venture 


Considerable doubt 
decision of the 


since the 
Bentex Oil 
nature of a joint 
undertaking for exploration for, or develop 


has existed 
Tax Court in 
Corporation™ as to the 


ment and production of, oil and gas or min 
The 1954 Code this doubt 
by providing that every joint venture, syndi 
other 

which 


erals resolves 


ate, group, pool or unincorporated 


organization through any business, 


financial operation o1 
is to be 


venture is carried on 
treated as a partnership for federal 


income tax purposes 


regulations to be issued 


Commissioner, 


However, under 


by the such a venture for 


the joint production, extraction or use of 
property, but not for the purpose of sell- 
produced or ex 
election of all of its 


me services Of 


tracted, 


property 
may at the 
excluded 
partnership, if the 


may be 


members be from treatment as a 


income of the members 
without the 
computation of partnership taxable 


(Section 761). Thus, 


adequately determined 
income 
in effect, most oil and 
*CCH 


Dec. 19,707, 20 TC . No. 76 


Natural Resources 


gas or mining joint ventures, as presently 
constituted, are afforded an election as to 
whether or not they wish to be treated as 
partnerships 


Election by Partnership 
to Expense Intangibles 


703 that any election 
affecting the computation of taxable income 
derived from a partnership shall be made 
by the partnership. The Senate Finance 
Committee report makes it clear that this 
provision includes the election to expense 
intangible drilling and development costs of 
oil and gas wells. 

Unless the venture 
elect to be excluded from the partnership 
provisions of the Code, as discussed above, 
such joint venture must elect whether to 
capitalize or expense intangible drilling and 
development costs. 


Section provides 


members of a joint 


Presumably, each new 
partnership will have a new election. 


“Hobby Losses’’ of Individuals— 
Section 270 


The 1954 Code retains the 
allowing to an 


provision dis 
individual losses from a 
trade or business in excess of $50,000 where 
for five individual 
business 
1954 
indi 
and 
pro 
excess of 
from such trade 
or business, expenditures as to which tax 


consecutive years such 
from the 
$50,000. However, the 
much-needed relief to 
exploration for, 
development of, natural resources by 
viding that in 


deductions 


realized losses trade o1 
in excess of 
Code affords 
viduals engaged in 
computing the 
ovel mncome 


payers are given the option, under law or 


either to 


regulations, deduct as 


expenses 
when incurred or to defer or capitalize are 
not to be 


nininge 


taken into consideration in deter 
whether the loss in year was 
$50,000. Thus, expenditures 
for intangible drilling and development of 


each 
in excess ot 


oil and gas properties and expenditures for 
exploration for, and development of, min 


eral properties do not 


count in the com 
putation of the amount of loss for purposes 


of inveking the limitation factor 


SUMMARY 
arranges 


The 1954 


the sections dealing 


Code efficiently 


with natural resources; 


more 


it libe ralizes certain restrictive provisions; 
it eliminates certain areas of doubt and con 
fusion which 


gave rise to controversy be 


(Continued on page 767) 
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Provisions of the New Law Show 
a Trend Which Brings Taxable 


Income Closer to Business Income 


Accounting Periods and 


Methods of Accounting Under 


YUBCHAPTER E 
J Internal Revenue 
is entitled “Accounting 
of Accounting,” 


of Chapter 1 of the 
1954, which 
Periods and Methods 
corresponds substantially to 
Part 4 of subchapter B of Chapter 1 of the 
Internal Revenue Code heretofore in effect 
(1939 Code, as amended), which includes 
Section 41 to 48. 


( ‘ode o! 


Organization of Subchapter E 


Subchapter E of the 1954 Code is divided 
into three major parts relating to accounting 
periods, methods of accounting and adjust- 
ments 

Part I, 
consists oft 


concerning accounting periods, 
Sections 441 through 443. 
These sections define the period to be used 
for the computation of taxable income, the 
procedure involved in changing a taxpayer's 
annual accounting period and the rules re- 
lating to tax returns to be filed for a period 
of less than 12 months. 


Part II, relating to methods of accounting, 
consists of Sections 446 through 472, and is 
The first sub- 
part indicates the general rule applicable to 
methods of accounting. The second sets 
forth the rules relating to the taxable year 
in which particular items of 
are to be taken tnto account, and includes 
Section 452, which introduces an entirely 
new concept of spreading certain items of 


divided into four subparts. 


gross income 


prepaid income over a period of more than 


one taxable vear. The third subpart under 
Part II relates to the matter of the proper 
year in which taken 


and includes a new provision permitting tax- 
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payers to set up reserves tor certain esti 
mated expenses. The fourth subpart relates 
to inventories, including the LIFO (last in, 


first out) method. 


The third main part of subchapter FE is 
entitled “Adjustments,” and in Sections 481 
and 482 adjustments 
changes in the method of accounting, as 
well as the problem of allocation of income 
and deductions among taxpayers 


covers required by 


In reviewing subchapter E as a whole, 
it will be noted that there is a general re- 
arrangement and reorganization of sections 
of the 1939 Code, consistent with similar 
treatment given other sections of that Code. 
While the committee reports of the House 
of Representatives and the Senate in many 
cases indicate that this rearrangement con- 
templates no substantive change in present 
law, it should be kept in mind that any 
changes in language might very well lead 
to changes in interpretation, whether such 
changes were intended or not It is sug- 
gested, therefore, that a detailed comparison 
of specific sections of the prior law and of 
the 1954 Code is j 
No such detailed comparison will be made 
in this article, which is confined to major 
apparent 


necessary in every Case. 


changes in the law 


Accounting Periods 


Section 441 of the 1954 Code, entitled 
“Period for Computation of Taxable Income,” 
represents a combination of a portion of 
Section 41 and all of Section 48 of the 1939 
Code. Section 441 income 
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the 1954 Code 
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in relation to the taxpayer's taxable year, 
which in turn is defined in terms of the 
annual accounting period. “Annual 
accounting period” is defined as the period 
tor which the taxpayer computes his income 
in keeping his books. 


taxpayer's 


There do not seem 
to be any significant changes in these defini- 
tions as between the 1954 Code 


1939 Code 


and the 


Years Varying from 52 to 53 Weeks 


Section 441 is primarily 
cause of subsection 


interesting be- 
(f), which introduces a 


new election into the law 


For many years, 
taxpayers regularly computing their income 
on what was considered to be the 
ness basis using 


rather 


best busi- 
a period of 52 consecutive 
than a year of 12 calendar 
months, have sought approval of this method 
With rare 
exceptions, this approval has been denied. 
The 1954 Code now permits taxpayers, indi 
viduals as 


W eeks 


oft accounting tor tax purposes 


well as corporations, who regu 
larly keep their books on the basis of annual 
52 to 53 


periods varying from 


weeks and 


which always end on the same day of the 
with regula- 


written, to report their income 


week, to elect, in accordance 
tions to be 
for tax purposes on the business basis. De 
handling the 


tailed provisions made for 


are 
transition to a 52-53 


week year. In general, 
if a short period of less than seven days 
is created by this changeover to the 52-53 
the short period will be added 


following 


week year, 


to the taxable year. In the case 


ot a short period of more than seven days 


Methods of Accounting 


which would require a short-period return 
under Section 443, special rules are provided 
in Section 441 for annualization of income 
to be made on a daily basis rather than on 
a monthly basis. 


In considering the application of Section 
441(f) relating to the 
consisting of 52-53 


election of a year 
weeks, an interesting 
question is raised in the case of taxpayers 
who might have already been informally 
following the 52-week year for tax purposes. 
This procedure may have been followed by 
actually using the income of a 52-week 
period but for tax return purposes showing 
the end of the year as falling on the end 
of a calendar month. Perhaps the regula- 
tions to be written under Section 441 will 
indicate a procedure to be followed in mak- 
ing an official change to the 52-53 week year 
under these circumstances, It might also be 
noted that the election of the 52-53 week 
year is applicable to taxable years ending 
after the date of the enactment of the Reve- 
nue Code of 1954. 


Section 441(g) provides that the taxpay- 
er’s taxable year shall be the calendar year 
if (1) he keeps no books, (2) he does not 
have an annual accounting period or (3) his 
annual accounting period does not qualify as 
a fiscal year. The committee reports indi- 
that this requirement that books be 
kept is not intended to call for the mainte- 
nance of actual bound volumes 
which clearly 


cate 


Any records 
reflect income will be sufficient. 


Changes in Accounting Period 


Section 442 of the Revenue Code of 1954 
provides that changes in a taxpayer’s annual 
accounting period must be approved by the 
Secretary of the Treasury or his delegate. If 
a taxpayer does not have an annual account- 
ing period because he does not maintain a 
set of books, and he then adopts a fiscal 
year, he is required to request the permis- 
sion of the Secretary. While a new taxpayer 
still does not have to request permission in 
order to adopt a fiscal year, it might be 
noted that a partnership may not adopt or 
change to a taxable year other than that of 
all its principal partners unless a business 
purpose may be established for the change 
or adoption, according to Section 706 of the 
1954 Code. 


Short-Period Returns 


Section 443 of the 1954 Code relating to 
tax returns for a period of than 12 
months is substantially the same as Section 


less 
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47 of the 1939 Code. In the case of individ- 
ual taxpayers, however, the personal exemp- 
tion in 


effect under prior law has 
’ 


converted into a deduction 


beer 
\ correspond 
ing change in Section 443, therefore, requires 
the proration of such personal exemption in 
the case of individual taxpayers filing 
period returns 


short- 


before the such 


income ol 
taxpayers is annualized 


Methods of Accounting 


Section 446 of the 1954 Code establishes 
the general rule that 
be computed under the method of account 


ing on. the 


taxable income is to 


basis of which the 


taxpayer 
computes his income in keeping 
If the taxpayer has not followed 


method of 


regularly 
his books 
a regular accounting, or if the 
which he has followed does not 
clearly reflect income, the taxpayer’s taxablk 
income must be computed under such method 
as in the opinion of the Internal 
Service does clearly reflect income 
tion to recos 


method 


Revenue 
In addi 
receipts and 


nizing the cash 


disbursements method of 


accounting and 
the accrual method of accounting, the new 


law goes on to combination 


accept any 
of methods permitted under 


be promulgated 


The specifically state 
that the combination of methods referred to 
in Section 


regulations to 


committee reports 


446 contemplates the use of one 


or more hybrid methods 


An example given 
the case of a small retail store which will 
be permitted to use a combination of the 
cash receipts and disbursements method and 
the accrual method. In addition, 
with more than-one trade or 
different 


for eacl business The 


a taxpaye! 
business may‘ 


now use methods of 


accounting 
Senate committee 


report also adds that 


this provision is not 
intended to mean that a taxpayer’s business 


MICcaOmnie 


cannot be on a different basis from 


his personal income A reading of Section 
446, together 
tee reports, 


with the appropriate commit 
with a general feel 
recognition will be 


leaves one 


ing that more 


given 
under the new law to a taxpayer's consistent 
use of generally accepted accounting princi 


ples in the computation of his taxable in 


come. Under the new Code there seems te 


be a greatet 


emphasis placed on what is 


done on the taxpayer's books so long as 


income is clearly reflected 


Prepaid Income 


Section 451 of the 1954 Code continues in 
effect the provisions of Section 42(a) of the 
1939 Code, relating to the 


proper taxable 
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income is to be 
Section 452, on the other hand, 
is an entirely new section which is certain 
to arouse a deal of 


year in which an item of 


included. 


great 
most taxpayers. 


interest among 
This section generally pro- 
vides that certain “prepaid income” related 
to a liability extending beyond the taxable 
year must be spread over a period of up 
to six taxable years at the election of the 
taxpayer, or apparently over even a longer 
period with the permission of the Secretary 
“Prepaid income” is defined as any amount 
“which is received in connection with, and 
is directly attributable to, a liability which 
extends beyond the close of the taxable yea 
It does 
treated as gain from 
the sale or other disposition of 
set. The liability 


2 1s a hability 


in Which such amount is received.” 
not include any income 


a capital 


as referred to in Section 
$5 to render services, to fur 


nish goods and other property, or to allow 
the use of property. Examples of the types 
apparently 


section are (1) 


of prepaid income 
this 


contemplated 


undet lease payments 


relating to years later than the year in whicl 


received, (2) receipts from the sale of car 


tol ens, coupons, tickets, Src... and (3) re 


ceipts from the sale of service or mainte 


nance contracts if such 


receipts are not 
included in the price of the merchandise i 


connection with which they were received. 


If the liability in connection with which 


a particular item of prepaid income was 
received is to end before the first day of the 
sixth taxable vear after the year of receipt, 


the taxpayer may elect to include the item 


in his taxable income for the year of receipt 
and for the succeeding five years in a man 


ner prover under his method of accounting 
lf the liability ends on or after the first day 
of the sixth taxable vear following the year 
of receipt, 1/6 of the item of prepaid income 


iS to he 


reported in each ot the SIX taxable 


vears. If the lability is of indefinite dura 
then the 


be spread over six taxable years, in acco 


tion, item of prepaid income is t 


1 


ance with appropriate regulations the 


case of a short-term liability which becomes 


a long-term liability, language has been in 


serted in Section 452 indicating that six 


taxable used However, it 


> 
vears are to be 


is not entirely lear, from the committee 


reports, jusc how this would work out i 
Senate 
that 


was inserted to take care of an in 


practice. For example, the Finance 


Committee report indicates this lan 
fuage 
which 


three 


stance nl 
liability 


duration of a contract 


was wherein an 


years, but 
act of God intervened to extend the liability 


The committee report indicates that in this 


TAXES —The Tax Magazine 





instance the Secretary may approve the in- 
clusion of the income in question over the 
fourth, fifth and sixth years rather than the 
first, and third. Just what would 
happen if, for example, a liability of, say, 
two years, were extended by the acts of the 
parties themselves, to, say, three years 1s 
uncertain. If this extension took place in 
the second year of the contract and an elec- 
tion had been made under Section 452, the 
taxpayer would be in the position of having 
included 50 per cent of the prepaid income 
in the first taxable Would he then 
include % of the remaining 50 per cent in 
the second taxable year and ¥% in the third 
or must he request 


second 


year 


permission to spread 
the entire amount of prepaid income equally 
over the three years of the extended life of 
the contract’ Perhaps the regulations will 
answer such questions 


It should be carefully noted that this sec 
tion relating to prepaid income applies only 
(1) with respect to income from a trade or 
business, (2) if the taxpayer makes an elec- 
tion and (3) provided taxable income is not 
computed on the basis of the cash receipts 
accounting 
once an election is made, it 


and disbursements method of 
Furthermore, 
applies to all types and classes of prepaid 
income with that 
trade or business. One exception to this 


rule, 


received im connection 


however, is the case ot an amount 


received in connection with a liability which 
is to end within 12 months after the date 
of receipt. In such 


cases, the amount ot 


prepaid income may be included entirely in 
t] The 


le taxable vear of its receipt. election 
Section 452 is available 


offered undet with- 


out the consent of the Secretary for the 


taxpayer's first taxable year, which begins 


after December 31, 1953, and ends after the 


1 


date of enactment of the 1954 Code and in 


which the taxpayer received prepaid income 


in the trade or business. Presumably the 


election with respect to the first taxable year 


should be 


‘J hereatter, with the 


made in the return for such year 
consent of the Secre 
tary, an election under Section 452 may be 


made at any time 


installment Method of Accounting 
$53 of the 1954 
414 of the 1939 Code 

method ot 
changes have been made 


Section Code replaces 


Section relating to tlie 
Two 
With 


respect to sales of real property, or casual 


installment accounting 


significant 


sales of personal property for a price in 
excess of $1,000, there is no longer any re 


quirement that 


some payment must be 


Methods of Accounting 


received in the year of sale. A transaction 
may now qualify as an installment sale if 
there are no payments at all in the year 
of the sale or the payments in the year of 
the sale do not exceed 30 per cent of the 
selling price. A much more elaborate change 
from existing law is 
453(c) relating 
crual to the method of ac- 
counting. ‘Taxpayers operating established 
businesses and having outstanding install- 
ment receivable have been pro- 
hibited as a practical! matter from changing 
over from the accrual method because Sec- 
tion 44(c) of the 1939 Code required that 
collections on sales made prior to such a 
change in method had to be reported again 
in the year of receipt. 
reported for a 


found in. Section 
to a change from the ac- 
installment 


accounts 


Thus profits were 
time in the install 
ment profit ratio, resulting in double taxa- 
tion. According to the committee reports, 
Section 453(c) of the 1954 Code was in- 
tended to adjust this inequity. This sub- 
section operates in the following manner. 
Collections in the year of the change from 
prior-year would still have to be 
included in determining the amount subject 
to tax in the year of the change, but a 
credit against the tax will be allowed. The 
credit will be the lesser of the tax imposed 
in the prior year, or the tax imposed in 
the year of change, attributable to the 
duplicated amounts of income 


A closer 


however, 


second 


sales 


examination of the 
reveals that the tax credit in 
would fall far short of com 
pensating for the double tax paid, for the 
reason that the tax attributable to pre 
taxed income would be determined 
by multiplying the tax in each prior year 
of inclusion and the tax in the 
change by the ratio of 
total 
spective yeatl 


new law, 


most 


cases 


viously 


year of 
included in 
income for 


twice 


come to gross each re- 


The practical effect of this 
formula is to allow a credit equal to the tax 
previously paid only in the 
where gross income 
are precisely the same 
for prior 
on net 


improbable 
and net income 
In effect, the credit 
vear’s taxes is based on tax paid 
income, whereas the 


case 


second inclu 
sion in taxable income is subject to tax 
on a gross pre fit basis. While some 
is provided by Section 453(c) in the 


of a change from the 


relief 
case 
accrual to the install- 
ment basis, the section nevertheless falls far 
short of eliminating double taxation which, 


according to the committee reports, it pur- 
ports to do 


Section 454 of the 
to obligations 


1954 


Code relating 
issued at a 


discount cor- 
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responds in substance to Sections 42(b), 


(c) and (d) of the 1939 Code. 


Accrual of Real Estate Taxes 


Subpart C of 


Part II of subchapter E 
relates 


generally to the taxable year for 
which a deduction may be taken. Section 
46l(a) establishes the genera] rule that a 
deduction shall be taken in the taxable 
year which is the proper taxable year under 
the method of accounting used in com- 
puting taxable Subsection (c) of 
Section 461 is new to the Revenue Code 
of 1954, and deals with the accrual of real 
property taxes. This states that 
if a taxpayer used the accrual method of 
accounting, then the taxpayer may elect 
to accrue real property taxes related to a 
definite period of time, ratably over that 
period, ‘The House bill originally provided 
that this section would be mandatory as 
to all taxpayers, but the Senate has changed 
it into an election which must be made for 
the first taxable year beginning after De- 
cember 31, 1953, and ending after the date 
of enactment of the new law in which the 
taxpayer incurs real property taxes. Pre- 
sumably the election should be made in the 
tax return for such year 


income, 


section 


Two special rules 
are provided, the operation of which may 
make it impracticable for a 
make the 

fiscal years 
rules 


taxpayer to 
election, in the case of certain 

The first of these two special 
that no deduction will be 
allowed tor any property tax to the 
extent that it was allowable as a deduction 
under the 1939 
which began 


provides 
real 
Code for a taxable year 
January 1, 1954. The 
second rule provides that in the case of the 
first taxable year of the taxpayer beginning 
after December 31, 1953, any real estate tax 
deductible in such without the appli- 
law, but otherwise un- 
allowable under the law, would be 
deductible to the extent that it was related 
to any period before the first day of such 
first taxable year 


before 


yea 
cation of the new 


new 


Che application of these special rules re- 
lating to the proration of real estate taxes 
may best be illustrated by an 
that a 
yeal 
under the 


example. 
taxpayer has a 
April 30 and that 
local real 
estate taxes accrue on April 1 of each year 
and apply to the calendar 
such date of April 1 falls 
taxpayer 


\ssume corporate 
ending on 


particular 


fiscal 
state law, 
vear in which 
Under the new 
law, such would seem to be en- 
titled, for taxes in its federal 
income tax return for the fiscal year ended 


April 30, 1955, to a 
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tweliths of the real estate taxes applicable 
to the year 1954 and four twelfths of the 
real estate taxes applicable to the calendar 
year 1955. Yet, under state law and the 
tax rulings heretofore in effect, the entire 
amount of real estate taxes applicable to 
the calendar year 1954 would have been 
deducted in this taxpayer’s income tax 
return for the fiscal year ended April 30, 
1954, since the accrual date of April 1 fell 
within such year. Under the first new 
special rule mentioned above, it would seem 
that if such taxpayer made the 
provided in Section 461 it would receive 
as a deduction for real estate taxes in its 
tax return for the year ended April 30, 1955, 
only the four twelfths of the real estate 
taxes applicable, under state law, to the 
calendar year 1955. 


election 


While all real estate taxes are ultimately 
deductible in some taxable year, neverthe- 
less, the practical effect of Section 461, in 
the case of this particular example is that, 
in the first year for which the taxpayer 
makes the deduction for real 
estate taxes of only approximately ™% of its 
usual annual deduction would be permitted 
In effect, because of the April 1 accrual 
date, the taxpayer would have been deduct- 
ing in prior years eight months’ taxes ahead 
of time. The new law merely removes that 
advantage. 


election, a 


Nevertheless, where real estate 
taxes are a significant item in the determi- 
nation of net income, because of the defer 
ment of a part of the deduction indefinitely, 
many taxpayers may find it hard to believe 
that they are not losing a deduction if they 
made the election permitted under Section 
461. It should be noted that in the case of 
date of April 1, as mentioned 
in the foregoing example, taxpayers with 
fiscal years ending in January, February or 
March might receive in the year of election, 
under Section 461, a real 
which is more than the full 
annual amount usually deducted. This sit- 
uation would arise because, under prior law, 
such taxpayers would, in effect, have been 
lagging behind in their deduction for real 
estate taxes. Therefore, in the year of elec- 


an accrual 


deduction for 


eState taxes 


tion, under Section 461, taxpayers are per- 
mitted to bring themselves up to date by 


accruing and deducting an additional one, 
two or three months of real estate taxes. 
In any event, fiscal-year taxpayers should 
give careful consideration to the problem 
making an under Section 
161 to accrue their real estate taxes ratably 
over their fiscal year. 
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Estimated Expenses 


Section 462 of the 
entirely 


1954 Code, which is 
new, is certain to provoke wide- 
spread comment because it permits deduc- 
tions from taxable 
additions to reserves 


income of reasonable 
for certain estimated 
An estimated expense is defined 
as a deduction which would otherwise be 
allowed in a subsequent taxable year, which 
is attributable to the income of the taxable 
year or prior 


expenses 


taxable years for which an 
election is in effect under Section 462, and 
which the Secretary is satisfied can be esti 
As in the 
case of Section 452, relating to prepaid in- 
come, Section 462 is made effective by an 
election on the part of the taxpayer but no 
such 


mated with reasonable accuracy 


election is available to taxpayers re- 
porting their income on the cash receipts 
and disbursements method. Similar also to 
Section 452, the expenses subject to election 
under Section 462 must 
payer’s trade or business. 


relate to a tax- 

The procedure 
of making an election and the time of such 
election under Section 462 are also similar 
to the provisions of Section 452 
tion may 


The elec- 
be made without the consent of the 
Secretary for the taxpayer’s first 
year beginning 
and ending 


taxable 
December 31, 1953, 
after the date of enactment of 


after 
the new law and for which there are esti 
mated expenses attributable to the trade or 
business. Presumably the election for such 
year would be made in the taxpayer’s re- 
turn, but, with the consent of the Secretary, 
an election for any year may be made under 


Section 462 at any time. 


The committee reports in connection with 
Section 462 give a number of examples of 
the type of which 
For example, 
permitted in the 


expenses for reserves 


may be provided reserves 


may be case of cash dis- 


counts, repairs or replacements to be made 


under guarantees on products sold during 


the year, and, in appropriate cases, reserves 


for sales returns and allowances, freight 


allowances, quantity discounts, vacation pay 


and certain liabilities for self-insured injury 
and damage claims. Reserves are not to be 
permitted for costs and expenses of a con- 
tingent or contested nature and as to which 
there is no their 


amount. The committee reports mention in 


reasonable certainty of 


this connection reserves for generally un- 
determined contingencies, indefinite possible 
future losses, expenses and losses not rea- 
related to the taxable 
subject to contest or 
related to 


sonably and 


litigation. 
income for 


year, 
expenses 


Expenses taxable 
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years prior to the election under Section 


462 will be deductible when incurred. 


If the reserves for estimated expenses is 
more than adequate at the end of a given 
taxable year, the Secretary has the power 
to restore all or a portion thereof into tax- 
able income for that year. 


Many questions of interpretation will nec 
essarily arise under Section 462. In most 
cases it will be necessary to await the regu 
lations to be written pursuant to this sec 
tion in order to answer the questions that 
will arise. If the regulations are written 
from a liberal standpoint, Section 462 may 
turn out to be a boon to many taxpayers. 
It should operate to bring closer together 
the concept of taxable net income and the 
concept of business net income within the 
framework of sound and generally accepted 
accounting principles. 


As an example of the kind of question 
that may arise in considering the applica- 
tion of Section 462, consider the case of a 
vacation-pay accrual. Many taxpayers have 
heretofore provided such an accrual on 
their books and claimed an appropriate de- 
duction for income tax purposes. Section 
462 may be interpreted in such a way as to 
permit more taxpayers to now claim a de- 
duction for accrued vacation pay than were 
able to do so under the old law. The deter- 
mination of the amount of liability was 
always a troublesome question in arriving 
at the amount of a vacation-pay accrual. 
Perhaps, if such accrual is set up under 
Section 462, it may be possible for some 
taxpayers, unable to fix with 
sufficient exactitude the amount of their 
vacation pay liability, to claim a deduction 
for a provision made on an estimated basis. 


heretofore 


Another interesting question is the pos- 
sible inter-relationship of Section 462 con- 
cerning estimated expenses with Section 452 
pertaining to prepaid income. In the case 
of product warranties or guarantees issued 
in connection with the sale of products, 
depending upon the form in which such 
transactions are set up, a taxpayer might 
be entitled to spread income resulting from 
the issuance of such warranties over the 
period prescribed in Section 452, or, in the 
alternative, be able to consider such income 
as additional 


from the of a 
product, and then provide a reserve for the 


income sale 
estimated expenses to be incurred in con- 
nection with the warranties in future years. 
While no definite conclusions can be reached 
at this point in the absence of regulations, 
it would seem that Section 452 might prove 
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to be of easier application than Section 462 
Once an item of prepaid income has been 
determined, Section 452 quite 
method by which it is to be 
picked up in taxable income. On the othe 


hand, the determination of what is an esti- 


spe Ils out 
clearly the 


mated expense, and, second, how much of 


a provision should be allowable in connec 


tion therewith, would seem to require more 


1 an examination into the taxpayer's ex 


perience and require more proof in ordet 


to satisfy the Internal Revenue Service 


While not included in the 
tions of the 1954 Code relating to the proper 
taxable year in which to reflect certain ce 
ductions, there are two new 


general sec 


sections in the 


law worthy of consideration at 


this point 


They are Section 174, relating to research 


and experimental expenditures, and Section 
248, 


relating to organizational expenses ot 


a corporation 


Research and Experimental Expenditures 


Under elect 


to treat research or experimental expendi 
tures 


Section 174, a taxpayer may 


paid or incurred by him during the 


taxable 


year in with his trade 


connection 


or business as 


deductible « xpenses, rather 


than expenses chargeable to a capital ac 
This treatment may be adopted with 


out the 


count 
consent of the Secretary for the 
taxpayer's first taxable year, beginning afte 
1953, and after the 


date of enactment of the new law in which 


December 31, ending 


such research and experimental expendi 


With the con 


sent of the Secretary, an election to deduct 


tures are paid or incurred 


research and experimental expenditures may 


be made at any time If the taxpayer does 


not so elect and the expenditures in ques 


tion are not subject to depreciation or ce 


pletion allowances, they may be treated as 


deferred expenses and amortized over a 


period of not less than 60 months, begin 
month in which the 


benefits 


ning with the 
first 
tures 


taxpayer 


realizes such 


This 


subject to election by the taxpayer. 


from expendi 


amortization treatment is also 
section 
174 is specifically made inapplicable to ex 


penditures in connection with the 


acquisi 


tion or improvement of land or mineral 


exploration expenditures 


The Senate Finance Committee report, 
in discussing Section 174 of the 1954 Code, 
states that a taxpayer who has adopted the 
method of 
and expenditures, does not 
necessarily have to apply such method to 
all its research and experimental expendi- 
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experimental 


expense 


September, 1954 ®@ 


There is now authority in the law 
permitting returns to be filled 

in with whole dollar amounts instead 
of requiring the showing of cents. 


tures, The committee report indicates that 


such a taxpayer may request an authoriza 
tion to capitalize such expenditures incurred 
In connection with a special project. Ex- 
penditures tor which 
obtained could then be 
estimated 
over the 


such amortization is 
amortized over the 
useful life of the property, o1 
period of not than 


60 months, also provided in Section 174 


special less 


Organizational Expenditures 
At the 


Section 248 provides that organizational ex 
penditures may be 


election of a corporate taxpayer 


treated as deferred ex 
penses and amortized ratably over a period 
of not less than 60 months as selected by 
the corporation 


in which it 


with the month 


his 
defines organizational expenditures as those 
which (1) are incident to the 
the corporation, (2) are chargeable to Cap 
ital account and (3) are of a characte 
which, 1 expended incident to the creation 


beginning 


begins business. section 


creation ol 


of a corporation having a limited life, would 
be amortizable over such life. Section 248 
is made applicable only to organizational 
expenditures incurred after the day of enact 
ment of the 
this 


VCal 


new law, and the election t 


apply may be made for any 


section 
taxable 
1953, within the tim 
prescribed tor the filing of the tax 


beginning after December 31, 


and is to be made 


return 


The committee 


report cautions that ex 


penses incurred in connection with a stock 


issue are not intended to come 


within the 
definition of 
It is 


are in 


organizational 
pointed out that expenditures 
reality a reduction of the 


expenditures 
such 
proce eds 


from the stock issue 


There seems to be some ambiguity with 
respect to the treatment of expenses in con 
nection with a corporate reorganization 
The House committee report comments that 
such expenses are not incident to the organ- 
ization of a corporation and hence appar- 
ently are not subject to the application of 
Section 248. 


on the 


The Senate committee report, 
hand, evidently intended to 
statement of the House com 


other 


change this 


mittee report, by inserting the phrase “unless 


incident to the creation of a corporation.” 
However, the statement in the Senate com 
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mittee report is not a complete sentence and 
some further clarification on this point must 
be awaited 


Inventories 


To return to the portion of the 1954 Code 
relating to accounting method and periods 
of accounting, Sections 471 and 472 relating 
to inventories, including first-out 
make no changes in substance 
22(c) and Section 22(d) of the 


last in, 
inventories, 
to Section 


1939 Code. 


Adjustments 


Section 481, 
quired by 
ing,” provides a new 
giving effect to 
order to prevent 


entitled 
Changes in 


“Adjustments Re 
Method ot 
Statutory 


changes ot 


Account 
method of 
accounting in 
double inclusions in tax 
able income, and likewise double deductions 


Under taxpayer re- 
quested permission of the Commissioner to 


prior law when a 


change his method of accounting, such per- 


mission granted 


was only upon condition 
that the necessary adjustments be made in 
order to prevent the 
benefit 


Court 


taxpayer from realiz- 


ing a tax from the 


change in ac 
counting cases have 
that 


taxpayer to change 


held, however, 
forced the 
his method of account- 


where the Commissioner 
ing because the method which he was using 
did not reflect income, he 
nevertheless not require the 
make the 
to in the 


clearly could 


taxpayer to 
adjustments referred 
Section 481 
is drafted in such a way as to apply in the 


necessary 
preceding sentenc¢ 
in the method of account 
whether the taxpayer or 
the Commissioner institutes the change. It 
the adjustments Section 481 
taxable 

the year of the change and the amount 
is in excess of $3,000, two alternative limt 


case of a change 


ing, regardless of 


required by 


result in an increase in income 


tations have been provided with respect to 
the computation of the tax attributable to 
the increase in taxable income. If the tax- 


payer had followed its 


method of 
accounting for at least two years prior to 


the year oft 


prior 


resulting trom 
adjustments is not to ey 


change, the tax 
the required 
ceed the aggregate of the 
would result if 


taxes which 


14 of the adjustment were 
made in the year of change, and the remain 


ing 2% made equally in the two preceding 


taxable years. Under the second alternative 


limitation, if the taxpayer is able to restate 


his taxable income for at least one of the 


preceding taxable years under the new 


Methods of Accounting 


method of accounting, then the tax attrib- 
utable to the required adjustments is not 
to exceed the aggregate of the taxes result- 
ing from the taxpayer applying the adjust- 
ments over the 
the extent 


preceding taxable years to 
that the taxpayer is able to 
income thereof, and throwing 
the balance, if any, into the current taxable 
year—the year 


restate the 
of the change in method of 
accounting, 


It should be 
cifically 


noted that Section 481 
states that adjustments in~respect 
taxable year to which the new Code 
does not apply ‘are not to be taken into 
account. Thus, for example, if a taxpayer’s 
method of accounting is changed from cash 
to accrual mm 1954, no adjustments would 
seem to be required under Section 481 for 
the opening inventory which may have 
been deducted from taxable income during 
a prior taxable year. To the extent that a 
change in accounting method, requested by 
the taxpayer, or required by the 
Revenue Service, is 


spe- 


of any 


Internal 
effected in an early 
year after the enactment of the 1954 Code, 
increases in Section 
may be minimized. It 
that Section 481 is 
inapplicable to 
method of 


income by reason of 
481 adjustments 
might noted 
specifically made 
to the imstallment 
for which 


Section 453 


also be 
changes 
accounting 


provisions are set forth in 


Section 482 of the 1954 Code merely re- 
places Section 45 of the 1939 Code relating 
to the allocation of income and deductions 
among taxpayers 
were intended. 


No changes of substance 


Conclusion 


If any could be 


sections of the 


conclusion 
respect to the 
relating to 


ene general 


drawn with 


new law methods 


and periods of accounting, it would be that 
they reflect a greater tendency 
acceptance ol 


accounting 


toward the 
accepted account 
ing principles in the determination of tax 
able income. 


generally 


While revenue considerations 
necessarily call for 
what 


which are 
neverthele ss, 


rules some 
arbitrary, 


the new law 


provisions ol 
such as those relating to pre- 
paid income and reserves for estimated ex 
penses seem to indicate a trend in the 
direction of bringing taxable income closer 
to business Whether this 


de pend to some extent 


income. proves 
true will, of course, 
upon the regulations to be written and the 
which the 1954 
terpreted by the Internal 


and by the courts. 


manner in Code is in 
Revenue Service 


[The End] 
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The Dividend Equivalence Test and 


Rules of Constructive Stock Ownership Are 


Incorporated into the 1954 Code 


Stock Redemptions as Dividends 


NE of the major tasks undertaken in 
the 1954 Code was the revision of the 
relating to stock redemptions as divi- 
dend equivalents 


law 
This has been one of the 
most difficult fields in which to draw the line 
between capital gain and ordinary income, 
and has been the cause of so much uncer- 
tainty and litigation that there is probably 
no other area in which the Code will be 
welcomed as uncritically, Certainly no other 
section is so entirely therapeutic in intent. 


The 1939 Code told us only that stock 
redemptions which were the equivalent of 
dividends would be taxed as dividends.’ The 
simplicity of this statute (which was only 
six lines long) was more apparent than real 
The new statute has 90 lines.2 From this 
fact alone, a about it becomes 
apparent. The Senate Finance Committee, 
which wrote the law, devoted itself largely 
to codifying such of the case law concerning 
dividend equivalence as it thought worth 
while. Naturally, some problems were left 
unsolved,’ and no doubt some new 
were created, but a sizeable net gain seems 
to be apparent 


OC rd deal 


ones 


The plan of the new law is this: It begins 
by taxing as dividends, stock redemptions 
that are dividend equivalents,* in language 
substantially unchanged from the old law 


It then lists two of the tests® by which 
dividend equivalence may be determined: 
(a) Was the redemption substantially dis- 
proportionate?*® (b) Was all of the share- 
holder’s stock redeemed?" In these tests, 
of course, the question of who owns the 
stock well as the stock not 
redeemed, becomes important, so the new 
law next up rules of constructive 
ownership.* Finally, in a separate section, 
an attempt is made to tax as a dividend 
certain redemptions of stock issued tax free, 
either as a stock dividend or in connection 
with a reorganization.’ 


redeemed, as 


sets 


Dividend Equivalence 


There is little that can be said about divi- 
dend equivalence, the new law’s general test 
of whether a redemption should be taxed 
as a dividend. Without doubt, the cases on 
the old law are applicable to it, since its 
essential language = 
However, this test had always been recog- 
nized as a factual one, so the infinite variety 
of fact situations reduces the value of these 
cases as precedent. 


remains unchangec 


The Senate Finance Committee regarded 
this test as just another way of asking 
whether the redemption was in essence a 





'Sec. 115(g)(1) of the 1939 Code. All other 
statutory references are to the 1954 Code 

2 Sec. 302 In addition, Secs. 306 and 318 
deal with aspects of dividend equivalence. 

* This was not so in the original (House) 
version, which attempted to substitute for the 
concept of dividend equivalence a_ series of 
mechanical tests. Fortunately, this approach 
was abandoned. 

* Sec. 302(b) (1). 

5 However, these are treated as though they 
had no relation to dividend equivalence. Sec 
302(b)(5). This seems incorrect, but without 
significance. 

Sec. 302(b)(2). 
case law, 
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This test comes from the 
in which there has been considerable 
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conflict. See, for example, Hirsch v. Commis- 
sioner, 41-2 ustc { 9782, 124 F. (2d) 24 (CCA-9), 
and Daisy Seide, CCH Dec. 19,026, 18 TC 502 
(1952). 

7 Sec. 302(b)(3). This test comes from Regs. 
118, Sec. 39.115(g)-1. It has always been ac- 
cepted by the courts. 

Sec. 302(b)(4) treats as a sale the redemp- 
tion of stock issued by a railroad in a Sec. 77 
bankruptcy reorganization. This situation is of 
such limited interest that no attempt will be 
made to discuss it. 

® Sec. 302(c). 

* Sec. 306. 

” Senate Finance Committee Report, pp. 233 
and 23%. 
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By DAVID H. WILSON, Attorney 
Brouse, McDowell, May, 
Bierce & Wortman, Akron, Ohio 


sale of shares to the company.” Fortunately, 
the great majority of redemptions that are 
essentially sales will come under one of the 
other two tests (disproportionate, termina- 
tion of interest), so the highly subjective 
concept of dividend equivalence will not be 
as frequently encountered as before. For 
instance, it is hard to imagine a pro rata 
stock redemption that would be taxed as a 
sale,” although there are some rather special 
of this kind under the old law. A 
would probably be that the 
test will be used largely in 
equitable cases just on the ordinary income 
side of the sharply defined line between 
redemptions considered dispropor- 
tionate and those treated as pro rata. 


cases ” 
good guess 
equivalence 


those 


Disproportionate Redemptions 


The drawing of this line can hardly be 
criticized, but its inflexibility may create 
some inequities. In general, redemptions 
that change stock ownership by 20 per cent 
or more are disproportionate, and are taxed 
as Sales. 


Some intricate exceptions are made to this 
straightforward rule. For one thing, a 20 
per cent change in the holdings of a ma- 
jority shareholder, if it leaves him still the 
majority shareholder, is not particularly 


‘Report cited at footnote 10, at p. 234, It 
does not follow that stock should not be retired 
after redemption. See Sec. 317(b). 

2 See Kaufman, “‘How to Treat Stock Re- 
demptions,’’ 9 Proceedings of the New York 
University Institute on Federal Taxation 1007, 
1022 

% And doubtful. See, for example, Commis- 
sioner v. Snite, 49-2 ustc { 9470, 177 F. (2d) 819 
(CA-7) (stock redeemed so as to be available for 
sale to employees); Wolf Envelope Company, 
CCH Dec. 18,544, 17 TC 471 (1951) (redemption 
of pref.); Nicholson, CCH Dec. 18,808, 17 TC 
1399 (1952). 

™ Sec. 302(b)(2)(B). 

5 Sec. 302(b)(2)(C) 


Stock Redemptions 


significant. So, no redemption is to be con- 
sidered disproportionate if immediately 
after the redemption the shareholder owns 
50 per cent or more of the company’s 
voting stock.” Also, it is required that the 
20 per cent change take place both as to 
voting stock (common or otherwise) and 
as to common stock (with or without voting 
rights).* 


The percentage of change is to be determined 
separately as to each shareholder, so that a 
redemption may be a dividend as to one share- 
holder and a capital transaction as to another. 
This rule, though somewhat paradoxical, 
seems pragmatically sound and is probably a 
codification of existing law.” 


In determining the percentage of change, 
two ratios are used. The first is that of the 
taxpayer's stock to all the stock outstanding 
immediately before redemption.” The second 
is the same but is determined immediately 
after redemption.” Whether the required 
change has taken place is then determined 
by comparing these two ratios. The second 
must be less than 80 per cent of the first 
As an example, a shareholder owns 20 of a 
corporation’s 100 shares of stock. Ten of 
his shares and ten shares are re- 
deemed. The first ratio is of 
per cent. The 
12% per cent. 


other 
course 20 
second is ten over 80, or 
Twelve and one half is less 
than 80 per cent of the original 20, so the 
required 20 per cent change has taken place 


Finally, the statute specifies the rather 
obvious requirement that the redemption 
not be considered disproportionate if it is 
made pursuant to a plan, the purpose of 
which is a series of redemptions which are 
not disproportionate 
together.” 
“step 


when considered al- 
This is an application of the 
transaction” rule of the case law 
There is currently some doubt, at least in 
the Sixth Circuit, as to whether a “plan” 
can exist without a contractual requirement 
that it be carried through.” However, in 
the example given by the Senate Finance 
Committee, no mention is made of a con- 


20 


1 See, for example, Parker v. U. 8., 37-1 usr 
{ 9137, 88 F. (2d) 907 (CCA-7); contra Adler, 
CCH Dec. 8596, 30 BTA 837 (1934). aff'd on 
other grounds, 35-2 ustc { 9397, 77 F. (2d) 733 
(CCA-5). 

Sec. 302(b)(2)(C) (i) 

4 Sec. 302(b) (2) (C) (ii) 

% Sec. 302(b)(2)(D). 

7 Applied to a stock redemption scheme in 
Boyle v. Commissioner, 51-1 ustc § 9196, 187 F. 
(2d) 557 (CA-3). 

2 U7. 8. v, Arcade Company, 53-1 vust« 
203 F. (2d) 230 (CA-6); but see Lewis 1 
missioner, 49-2 ustc { 9377, 176 F 
(CA-1). 


7 9298, 
Com- 
(2d) 646 
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tract concerning the series of redemptions 
there assumed, and it seems clear that the 
provision is designed to catch schemes more 
sophisticated than that would ordi 
narily be put into an enforceable contract.” 
This, in fact, suggests a caution Every 
partial redemption should be studied in the 
light of determine 
whether any pattern appears that might lead 
an agent to suspect a plan and to assert that 
the various redemptions, in the 


those 


past redemptions to 


aggregate, 


were not disproportionate 


Termination of Interest 


The second test provided in the law—as 
to whether 
equivalent 


a stock redemption is a dividend 
that it will be taxed 
terminates the shareholder’s 
Only the 
The former 
as an employee, 


provides 
as a Sale if it 
stock interest in the corporation.’ 


stock 


shareholder 


interest is considered 


may continue 
director or creditor 
to the 


if so, 


This seems contrary 
the old law’* 
considerable improve 
ment. It was difficult to conceive of a divi 
dend that left its 
interest 


regulations under and, 


represents a 
with no 


recipient equity 


Constructive Ownership 
\s already 


stock equivalent of a 
dividend raises problems of ownership. In 
determining whether all of my 
redeemed, 


observed, any concept of a 


redemption as the 


stock has 
stoc k be 


whether a re 


been should my wife’s 


considered? In determining 


demption was pro rata, should my daughter, 


vho owns some stock in family bust 


our 
with me as 
that she 


Irom 


along 
shareholder? Does it matte 


move d 


considered 


} 
ness, one 


has 
home? 
unde 

1954 


section is devoted 


married and has 


These 
( icle d 


Code, in 


aWay 
and similar 


until 


many questions, 


now he 


are answered in the 


which an entire 


to constructive ownership 


Senate Finance 

Sec, 302(b)(3) 

‘ However, such continuation, as discussed 
below, might cause the application of the rules 
of constructive stock ownership, which might 
result in the redemption not being considered 
complete as to the shareholder in question 

Regs. 118, Sec. 39.115(¢)-1 It seems con- 
trary because the regulation was not entirely 
clear, and no case was ever decided interpreting 
this aspect of it 

" The Tax Court decided that family relation 
ship did not matter, Searle, CCH Dec. 17,935, 
9 TCM ©57 (1950), but retreated in dictum in 
Nugent-Head, CCH Dec. 18,632, 17 TC 817 (1951) 
The Treasury decided that family relationship 
did matter (See proposed regulation in 1951-5 
CCH Standard Federal Tax Reports { 6215, but 
informal conferences with Treasury personnel 
indicate it has abandoned this view.) 

1 Sec. 318 
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Briefly 
that an 


summarized, this section provides 
individual is considered to own the 
stock owned by his spouse, parents, children 
and grandchildren. As a 


plicity 


sim- 
and predictability, no consideration is 


concession to 


given to the emotional or financial situations 

of the related except that di- 

vorce and legal separation are recognized 
When it 


interests, the section is more difficult 
nerships, 


sharehe ders,” 


related 
Part- 
corporations 


invades other areas of 


estates, and 
made 
ownership.” 


trusts 
determining 
Stock owned by a 
partnership, estate, trust or corporation is con 
sidered as 


are also factors in 


structive 


con- 


owned proportionately by its 


beneficiaries or 
holders. Conve sely, stock owned by a part 


wo 


ner, beneficiary” or 


respective partners, share 
is attributed 
to his partnership, estate, trust or corporation 


shareholder 


There are three important limitations to 
these rules: Employees’ trusts are excepted 
A beneficiary’s stock is not attributed to his 
trust if his interest*is contingent and in ac 
tuarial 
the 


value equals 5 
trust 


per cent or less of 
Finally, there is attribution be 
tween an individual and a corporation only 
if the individual owns 50 per cent or more 


in value of the corporation’s stock 


This last exception is perhaps too large,” 
as an example illustrates. A, B and C each 
own 20 per cent of the stock of M Company; 
X Company owns the remaining 40 per cent 
\, B and C each own one third of X 
pany. M Company redeems one half of the 
stock of A, B and C 
None of 
Company 


holders 


as 50 per cent 


Com 


This is treated as a 
stock owned by X 
attributed to its 


sale the 


can be share 


since 


none of them owns as much 


Actually, however, there has 
been no change in the equitable share of 
M Company’s assets owned by A, B or C 


(Continued on page 762) 


See statement of Thomas 
in Senate Finance Committee hear- 
ing on H. R. 8300, p. 366. 

** Sec. 318(a) (2) 

In the case of a trust, the income of which 
is taxed to the grantor, the attribution rules 
also apply between the grantor and trust. No 
doubt they would apply also to the actual 
beneficiary of such a trust 

‘The comments in this paragraph are taken 
from the statement of Thomas N. Tarleau in 
Senate Finance Committee hearing on H. R 
8300, pp. 367 and following. Thus no oversight 
on the part of the Congress is involved. Mr 
Tarleau also points out the difficulty that a 
publicly held corporation will have, under the 
constructive ownership tests, in determining 
what effect a redemption has had on its earn- 
ings and profits. Such a determination seems 
in fact impossible, but at least the situation will 
not arise often. 


* Sec. 318(a)(1). 
N. Tarleau 
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Retirement Income Credit Is Based 
on Income from Dividends, 


Rent, Interest and Pensions 


Taxation of Retirement Income 
By JOE S. FLOYD, Jr., Associate Professor of Finance, University of Florida 


HE Internal Revenue Code of 1954 

(H. R. 8300) provides a credit against 
the individual income tax for the benefit of 
certain individuals 65 years of age and older 
and individuals who have been retired un- 
der state and local pension plans. This 
credit is provided under Section 37 of the 
new Code and represents a departure from 
previous legislation, as there is no counter- 
part in the previous Code. The amount of 
the credit allowable is equal to the first 
bracket tax rate (20 per cent at present) 
times the retirement income. However, a 
maximum of $1,200 of retirement income 
may be used for this purpose. Under the 
law, retirement income includes income 
from pensions and annuities, interest, rents 
and dividends. 


Because some types of retirement in- 
come (such as social security payment, rail- 
road retirement benefits and military re- 
tirement pensions), are excluded from gross 
income, the amount of retirement income 
used as a basis for the credit is reduced by 
the income from such sources. Military dis- 
ability benefits and workmen’s compensa- 
tion benefits do not serve to reduce retire- 
ment income in this manner. Furthermore, 
income used for the retirement credit may 
also be used as the basis for other tax 
credits. For example, interest income from 
certain types of United States bonds is 
partially tax exempt insofar as the income 
tax is concerned, yet it may be used in the 
computation of the retirement credit. How- 
ever, provision is made to avoid tax refunds 
by virtue of retirement credit computed 
upon the basis of such income. Thus, the 
retirement credit cannot exceed the tax 
computed after deducting the credit allowed 


Taxation of Retirement Income 


with respect to partially tax-exempt inter- 
est, foreign taxes and dividends received by 
individuals. 

The intent of the retirement income pro- 
vision in the Code is to remove the discrim- 
ination between persons receiving retirement 
benefits under state, local and private retire- 
ment plans as opposed to individuals re- 
ceiving benefits under social security or 
other federally sponsored pension plans. 
The latter plans allow the recipient a tax- 
free pension. Tests of retirement used for 
purposes of the retirement income credit are 
substantially similar to those used for the 
social security program. Individuals are 
permitted to earn up to $900 a year from 
personal services or wages without affect- 
ing the retirement credit. Earnings in excess 
of $900 reduce dollar for dollar the amount 
of retirement income upon which the credit 
is dependent. This provision does not apply 
to individuals who are 75 years of age or 
older. 

A work-qualifying test, similar to the one 
used by the social security program, is used 
to determine eligibility for the retirement 
credit. To qualify for the credit a person 
must have derived an earned income of at 
last $600 per year in each of any ten years 
prior to the taxable year. Earned income 
is the concept of income employed in Sec- 
tion 911 of the Code and includes wages, 
salaries, professional fees and other amounts 
received in compensation for personal serv- 
ices. A widow whose spouse would have quali 
hed under this requirement is herself qualified 
Where both husband and wife meet this 
requirement, each can qualify for a retire 
ment credit. Thus, in a joint return, the 
retirement income credit could be based 
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upon an amount of retirement income up to 
a maximum of $2,400 or a maximum credit 
against the tax of $480. 


The income credit cannot be 
used in cases where the taxpayer elects to 
have his tax liability computed by the in- 
ternal revenue authorities. The new Code 
permits such an option under Section 6014 


retirement 


Because many public retirement plans 
provide for retirement of covered employees 
before the age of 65, the retirement income 
credit is extended to cover the pension 
such workers who retire before 
This that such individuals 
may obtain a retirement income credit in the 
amount of the first bracket tax rate (20 per 
cent) times the 


come 


income ot 


age 65. means 


amount of their annual in- 
in the form of pensions or annuities 
from public retirement systems. They can- 
not compute their retirement income credit 
upon the basis of other types of income until 
they reach the age of 65. 


Retirement Income and Double Exemption 


Logically, it 
tirement 
double 


would appear that the re- 
income credit is related to the 
The retirement income 
credit is much more restrictive in its appli- 
cation than the double exemptions, for the 
taxpayer 


exemption 


must meet both the test of retire- 
ment and the work-qualifying test in order 
to obtain full benefit from the credit. Since 
the retirement income credit takes the form 
of a credit against the tax rather than a 
deduction, the taxpayer may use the stand- 
ard deduction method of determining his 
tax liability prior to the deduction of the 
credit. In the individual 
65 years of age or older, meets the 
test of retirement, his tax may be com- 
puted as follows: Assuming a gross taxable 
income of $3,600, of which $3,000 was de- 
rived from rental income and $600 was 
derived from wages, it would be possible 
for him to claim a double personal exemp- 
tion because of his age. Use of the stand- 
ard table would indicate a tax 
of $414, but his retirement income 
credit is equal to $240 and consequently his 
net tax liability is only $174. 


case Of a single 


who 


deduction 
lability 


Because the conception of retirement in- 
come includes dividends income, it is pos- 
sible for the taxpayer to obtain the benefit 
of the dividend credit provided by Section 
34 of the Code, in addition to the retirement 
income credit. Since provision is made to 


1For a detailed discussion of these proposals, 
see I. D. Isko, ‘Tax Free Earning for Retire- 
ment,’’ 1953 Wisconsin Law Review 581 (July). 
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avoid tax refunds by virtue of such double 
credit, the retirement credit can only be 
used to offset potential tax liability as a 
result of this type of income and it cannot 
be used to obtain a tax refund 
tax is payable. 


where no 


Since retirement income is computed only 
upon the basis of the types of income which 
must be included in gross income for 
purposes of the Internal Revenue Code, it 
is not possible to obtain retirement income 
upon the basis of interest income from 
municipal bonds. Such income is not con- 
sidered taxable under the Code. In addition, 
the amount of the retirement income which is 
used for computation of the credit is re- 
duced by amounts received under social 
security, military pensions and benefits un- 
der the Railroad Retirement Act. No re- 
ductions are made on account of income 
which is excluded from gross income by 
virtue of the fact that it is in the nature 
of an annuity (Section 72), or because it 
consists of life insurance proceeds (Section 
101), or in the case of other amounts ex- 
cluded from gross income under Code 
Sections 105, 401, 402 and 1241 (which re- 
late to income from annuities, insurance 
and employee accident and health plans). 


Two Lines of Argument 


A careful survey of the hearings held 
before the Ways and Means Committee of 
the House of Representatives reveals that 
the arguments for special tax concessions 
for retirement income centered along two 
lines. The first of these arguments was 
embodied in the proposals sponsored by 
Representative Eugene Keogh, and were 
introduced in the form of H. R. 10 and 
H. R. 11 of the Eighty-third Congress, First 
The essential principle of these 
was to permit individuals to create 
tax-exempt retirement fund and 
to subtract from their taxable income each 
year an amount up to 10 per cent of taxable 
income which would be irrevocably devoted 
to savings under the fund. The amount so 
devoted would not be subject to the income 
tax and the earnings of the fund would also 
be excluded? In the words of Mr. Keogh: 
“Our problem is to rectify the error of 1942, 
the error which Congress made in excluding 
the self-employed from the tax deferment 
pension benefits of Section 165 


session 


bills 


their own 


[Internal 


Revenue Code].”* The Code permits em- 


? Extension of Remarks of Honorable Eugene 
Keogh, 98 Congressional Record 4083-4086 (July 
27, 1952). 
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In order to determine a 
corporation's estimated tax liability 
you (1) estimate income for the 
taxable year, (2) compute a tax at 
current rates and (3) subtract 
$100,000 and any allowable credits. 
This is the corporation's 
“estimated tax.’’ You will then 
apply the appropriate percentage 
figure to the balance; this 

is the amount of estimated tax to be 
paid, in one or two installments, 

as appropriate. 

The first estimated tax payments 

are to be made in the calendar 
year 1955, or the first fiscal year 
ending after December 31, 1955. 
The percentage of estimated 

tax, payable in full in one 
installment or by halves in two 
installments rises from 

10 per cent to 50 per cent. 


ployers to set aside pension funds for their 
employees. This money can be used as a 
tax deduction by the employer and the 
employee is allowed to defer the tax upon 
his share until he withdraws it upon retire- 
ment. In addition, the pension fund pays 
no income tax upon its income 


The chief proponents of the Keogh pro 
before the House committee were 
the representatives of professional groups 


posals 


Prominent among those representatives were 
the American Bar Association, the Ameri- 
can Medical Association and the American 
Dental Association. Members of profes- 
sional accounting groups also favored this 
plan 


The second line of reasoning in connec- 
tion with retirement income was embodied 
in H. R. 5180 (Eighty-third Congress, First 
Session). It was the intention of this bill 
to erase the discrimination between social 
security payments and pensions from state 
and local government retirement plans. The 
argument for this bill was based upon the 
that 
ments were tax free to the recipients, some 


premise because social security pay 
sort of tax relief should be provided for the 
beneficiaries of other types of pension plans. 
Leaders in the arguments for this type of 
legislation were the public school teachers 
and other groups of state and local employees. 


Taxation of Retirement Income 


The provision ultimately included in the 
revised Code appears to be closely related 
to the second type of proposal described 
above. The retirement income credit, how- 
ever, is based upon income from interest, 
dividends and rent in addition to income 
from pensions. But the special provision 
for the beneficiaries of state and local pen- 
sion plans who retire prior to age 65 clearly 
reflects the point of view of the school 
teachers and similar groups. 


Because of the broad concept of retire- 
ment income used for purposes of comput- 
ing the credit, there is some effort to assist 
the self-employed who have tried to provide 
for their own old age. In large part, the 
tax discrimination which exists between 
the self-employed and the wage earner 
covered by a private pension fund remains. 
The amount of savings which the self- 
employed worker can devote to this private 
“retirement fund” is sharply restricted by 
the tax burden he bears during his working 
years. 


In terms of its economic effects, the re- 
tirement income credit should stimulate 
individual saving for old age. Knowledge 
that the income earned from such saving 
will not be taxed during the retirement peri- 
od should encourage saving for this pur- 
pose. And it should encourage persons to 
put their savings to work by investing them 
in rental property, bonds other than tax- 
exempts, and corporate stocks. Because of 
the credit, investments of this type become 
more attractive relative to purchases of life 
insurance or annuities. It should be pointed 
out that this advantage is limited to the 
first $1,200 of retirement income and invest- 
ments of large amounts of savings in this 
manner will not reap the benefit of the re- 
tirement income credit. When this credit 
is considered together with the dividend 
income credit, there would appear to be 
definite advantage to investment in corpo- 
rate stocks. 


It is estimated that the retirement income 
credit will cost the Treasury slightly more 
than $140 million in the fiscal year 1955. 
In future years the cost will be determined 
by the number of persons 65 and older and 
the extent to which such persons receive 
social security benefits. As a larger number 
of persons reach 65, they will become eligible 


for the credit. However, as social security 


coverage is extended and the benefits in- 
creased, the effect of the credit is reduced 
because social security payments reduce 
the retirement income which is the basis for 


the credit. [The End] 
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Sections 700-771 Are Viewed as to 


the Formation, Operation 


and Dissolution of the Firm 


Subchapter K: 


: HE SECTIONS of the Revenue Code 
of 1954 dealing with partners and part- 
nerships do not provide a new scheme of 
taxation, but they do furnish some much- 
needed clarification and definiteness in this 
field.’ In addition, the new Code may per- 
mit some choice by taxpayers as to the 


manner in which they will be taxed. 


Heretofore, an unincorporated business or- 
ganization of two or more members could not 
itself choose to be taxed as a corporation. 
(Of course, the Commissioner could tax the 
organization as a corporation.) Moreover, 
such organization was compelled to comply 
with the revenue laws applicable to part- 
nerships, even though it was used only as a 
vehicle for the investment or ownership of 
property. Prior to the 1951 amendment to 
the Code, a family partnership could not be 
validly created, for income tax purposes, un- 
less the family members contributed services 
or property of their own. 


Section 1361 of the 1954 Code permits, 


under some circumstances, a partnership of 


‘The prior Code contained but nine sections, 
and most of the guiding principles had to be 
determined from rulings or court decisions 
The 1954 Code was prepared only after several 
years of careful study by the Joint Committee 
on Internal Revenue Taxation. Some of the 
foremost tax attorneys in the country, under 
the aegis of the American Law Institute, studied 
the problems of revision of the Code of Internal 
Revenue. (See Surrey and Warren, ‘The In- 
come Tax Project of the American Law Insti- 
tute,"’ 66 Harvard Law Review 761, 1161.) 
There were also Many suggestions from the 
tax committees of the American Bar Associa- 
tion and other similar groups. Prolonged public 
hearings held by the staff of the joint com- 
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Partners and 


no more than 50 members to elect to be 


taxed as a corporation where, in substance, 
capital is a material income-producing fac- 
tor, or 50 per cent or more of the gross 
income 


consists of gains, profits or income 


derived from dealings as a principal or 
from the purchase and sale of certain prop- 
erty for the account of others. Once a part- 
nership elects to be taxed as a corporation, 
the election must be continued unless there 
is a change of more than 20 per cent in 


membership. 


Section 761(a) provides that any unincor- 
porated organization may be excluded from 
the rules applicable to partnerships if it is 
not engaged in a business activity and is 
merely a vehicle for investments or for 
ownership or use of property.’ 


Section 704(e), which is taken from the 
1951 amendment, authorizes partners of firms 
where capital is a material income-producing 
factor to make gifts of a portion of their 
partnership interest.‘ 


mittee were reported in this magazine in Octo- 
ber and November of last year. (See 31 TAXES 
—The Tax Magazine 775, and following, and 
867, and following. 

2? The election of this privilege might be highly 
advantageous to be partnerships where earnings 
are high and most of the profits must be re- 
tained for use in the business. 

While this provision will probably not be 
advantageous taxwise, it may be very helpful 
from an accounting viewpoint. 

* However, to be effective, such gifts must 
be complete and absolute. If there are any 
substantial retained controls, even though indi- 
rectly and through the partnership, the donor 
partner is taxed on the income of the interest. 
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Partnerships 


By JOHN C. BRUTON, Attorney 


Member of Boyd, Bruton & Lumpkin, 
Columbia, South Carolina 


In the discussion which follows, the appli- 
cation of the new statute to the partnership 
and the partners will be presented from the 
viewpoint of the formation, the operation 
and the dissolution of the firm. In the lim- 
ited space available for this article there can 
be no extended discussion of the prior law 
or of the various refinements, exceptions or 
questions which 
Code. 


may arise under the new 


Formation of Partnership 
Neither 


the new 


under the 
one are 


1939 Code nor under 
there any immediate tax 
consequences from the formation of a part- 
nership. As under the prior law, when prop- 
erty is contributed to a partnership, regardless 
of its fair market value there is no recogni- 
tion of gain to the contributing partner; the 
partnership property at the 
partner’s adjusted basis therefor at the time 
of the (Sections 721-723). In 
othe there is a carry-over basis to 
the partnership.” There is also a “tacking-on” 
of the holding period of the contributor 
(Section 332(b)), although under the prior 
Code this was evidently not the case.® 


Nevertheless, although there are no im 
mediate tax consequences, at the formation 


acquires the 


contribution 
words, 


* Prior to 1934 this question was unsettled. 
In Helvering v. Walbridge, 4 ustc 7 1284, 70 
F. (2d) 683 (CCA-2, 1934), cert. den. 293 U. S 
594, it was held that the partnership acquired 
the contributed property at the stepped-up basis 
of its fair market value at the time of the con- 
tribution. The 1934 revenue act, however, pro- 
viced for a carry-over basis to the partnership. 


Partners and Partnerships 


of the partnership the stage is set for the 
determination of subsequent tax liabilities. 
The contribution by each partner—whether 
it be property or money, or both—is the 
initial basis of the partnership interest of 
the partners. This initial basis is adjusted 
by adding to it the partner’s distributive 
share of the partnership income (whether 
or not taxable) and the excess of any deple- 
tion deduction of the basis of the property 
subject to depletion. The initial basis is 
further adjusted by deducting distributions, 
his distributive share of partnership losses 
and expenses which are not deductible and 
not chargeable to a capital account (Sec- 
tion 705). The deductions cannot reduce 
the partner’s basis below zero. 


The initial basis is also increased or de- 
creased by any liabilities assumed by the 
partnership or by the other partners. The 
personal liabilities of a partner are assumed, 
in whole or in part, but the partnership is 
treated as though they were cash distribu- 
tions to the partner. Similarly, the assumption 
by a partner of liabilities of the partnership 
or of the other partners, is treated as though 
it was a cash contribution, increasing or de- 
creasing accordingly the initial basis of the 
partner (Section 752).’ 


The distributive share of each of the part- 
ners in earnings, capital gain and losses— 
ordinary or capital—may be set by the part- 
nership agreement. Here it should be noted 
is the distinction between a partner’s dis- 
tributive share of income (his participation 
interest) and his capital interest in the 
partnership. This distinction is all important 
in the case of a personal service partnership. 


While the partnership agreement may 
provide for the partner’s distributive share 
of any item of partnership income or gain, 
such provision cannot be designed primarily 
to avoid or evade any tax. If so, it will be 
disregarded (Section 704(b)). The distribu- 
tive share of each partner in capital gains 
or losses and in depreciation or depletion, 
with respect to contributed property, must 
coincide with the distribution of such items 
as if the had purchased the 
property, unless the variation is on account 
of a difference 
value of the 


partnership 


fair market 


time of con- 


between the 


property at the 

*See Edwards, etc. v. Hogg et al., (CA-5, 
July 7, 1954) (USTC Advance Sheets, Sec. 9485). 

7 Upon termination of the partnership, the 
adjusted basis of each of the partners may be 
further adjusted, by the Bureau, by reference 
to each partner’s proportionate share in the 
adjusted basis of the partnership's property 
(Sec. 705(b)) 
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tribution and its basis to the contributing 
partner (Section 704(c)).” 


Up to this point the provisions of the 
1954 Revenue Code with respect to the 
formation of a corporation have more or 
less accorded with the 1939 Code and with 
the rulings and court decisions thereunder 
However, in Section 704(d), the 1954 Code 
purports to limit a partner’s distributive 
share of partnership losses to the adjusted 
basis of the partner’s interest in the part 
nership (at the end of the partnership year 
in which occurred). It is pro- 
that shall not be 
allowed to the partner unless he contributes 
the amount of such loss to the 
paying the indebtedness) 


such loss 


vided such excess loss 
firm (by 
Such a limitation 
with the legal con 
cept of the partnership, whether at common 
law or under the Uniform Partnership Act. 
The primary legal consequence of operating 
as a partnership is unlimited liability. Sec- 
tion 704(d) ignores this precept 


of loss is inconsistent 


The formation of a partnership requires 
the adoption of a taxable year, which is 
usually also the accounting year. The dis- 
tributive shares of the partners are taxable 
income to them only when the partnership 
year ends, except for salary, interest or 
other payments which are made regardless 
of partnership income. 
partnership has a 
from 


In many cases the 
different taxable 
that of its members. 


year 
The status quo 
of this situation as to partnership years, or 
partners’ years, is not affected except as to 
partnerships changing to or adopting a fiscal 
year after April 1, 1954. However, applicable 
to years after April 1, 1954, 
Section 705(b) prevents a partnership from 
adopting, or changing to, a taxable year 
other than that of all partners owning as 
much as a 5 per cent capital or participation 
interest therein, without the prior approval 
of the Bureau.” Without consent, also, a 
partner owning more than a 5 per cent cap- 
ital or participation interest may not change 
to a taxable year other than that of the part- 
nership (Section 705(b)) 


commencing 


This change is designed to eliminate the 
occasional practice of a partnership adopt 
ing a fiscal ending shortly after the 
thus throwing the entire 
partnership income into the partners’ fol- 
lowing taxable most of the income 
having been earned the previous year. 


veal 


partners’ year, 


year, 


‘If the contributed property had previously 
been owned by the partners in undivided inter- 
est—unless the partnership agreement otherwise 
provides—the depreciation, depletion or gain or 
loss on sale of the property may be attributed 
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Operation of Partnership 


In the operation of a partnership there 
may be substantial income tax problems. 
Most of these problems can be 
into one of the 


classified 
following categories: (a) 
computation of partnership income and the 
ransposition thereof to the individual part- 
ners, (b) transactions between the partner 
ship, aS an organization, and the members 
of the partnership, as individuals, including 
the payment of salaries and interest to mem 
bers of the firm, (c) distributions of prop- 
erty, (d) continuation or termination of the 
partnership, (e) 
partnership interest and 
drawal of a 


purchase or sale of the 
(f) death or with- 
These problems are 
sometimes aggravated not only by the “entity” 
approach \ 


partner. 


“aggregate” approach, but also 
by the fact that the share of a partner in 
the income of the firm may be quite differ- 
ent, proportionately, from his capital inter- 
est. In fact, in a personal service partnership 
the participation of a partner in firm income 
depends primarily upon his personal ability 
and qualification, and not at all upon his 
capital interest therein. Many of the tax 
problems involved in the treatment of part 
ners and partnerships concern the distribu- 
tions of property and varying basis treatments 
resulting from distributions. These problems 
seldom arise in the case of a personal serv 
ice partnership. 


Computation of Partnership Income.—In 
the computation of partnership taxable in- 
come, the new Code makes no 
the existing practice. The partnership is 
treated as an entity (Section 701) for income 
tax computations, but the partnership return 
which is informative only—must separately 
state, for transposition to each individual 
partner’s return: (1) 


losses, (2) 


change in 


short-term gains or 


iong-term gains or losses, (3) 
gains or losses from disposition of business 
property and involuntary conversions, (4) 
charitable contributions, (5) dividends, (6) 
foreign taxes, (7) tax-exempt interest, (8) 
all other income or credits subject to re- 
strictions or offset and (9) ordinary income 
(Section 702(a)). The 


income of the partnership shall be computed 


of the partnership 


like an individual’s except that all personal 
must be 
individually and not by the 
partnership (Section 703(a)). 


deductions and credits taken by 


the partners 


to the owners as though the property had not 


been contributed to the 
704(c)). 


® Approval will be given only when the request 
has a firm business basis. 
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Depreciation of partnership property must 
be prorated among the partners according 
to their distributive shares of income unless 
the partnership agreement otherwise pro- 
vides, and this is also applicable to contributed 
property (Section 704(c)). 


To avoid the confusion inevitable in hav- 
ing different individual partners 
different amounts of taxable income, on 
account of different accounting methods or 
different taxable periods, Section 703(b) pro- 
vides that “any 
putation of 


showing 


election affecting the com- 
taxable income derived from a 


partnership shall be made by the partnership.” ” 


Transactions Between Partnership and 
Individual Partners.—Prior to the 1954 Code 
there definite rule such 
although certain decisions had 
indicated that transactions designed to avoid 
or minimize taxes would be treated one way 
and 


was no covering 


situations, 


transactions having a legitimate busi- 
ness motive would be treated another.” The 
1954 Code establishes a definite rule in Sec 
tion 707 that all dealings between a partner 
ship and a partner shall be treated as though 
the partner were an outside party.” To pre- 
vent the possible use of such a rule to estab 
lish fictitious losses, or to acquire a stepped-up 
basis at capital gains rates for depreciation 
purposes, Section 707(b) provides that losses 
in sales of property between the partnership 
and any of its partners owning more than 
a 50 per cent interest therein (or two part- 
nerships with more than a 50 per cent joint 
interest) shall not be recognized, and that 
gains realized from such sales shall be ordi- 
nary income when the partner owns more 
than an 80 per cent interest in the partner- 
ship (or in transactions between two part- 
nerships where there is more than 80 per 


cent joint ownership).” 


” There is an exception in the case of for- 
eign taxes, where each partner may elect for 
himself whether he wishes to use his distributive 
share of foreign taxes paid or accrued by the 
partnership as a credit or as a deduction. 

"In Brown, CCH Dec. 3619, 10 BTA 1036, 
a partner sold property to his partnership at 
a loss. The court refused to recognize the loss 
on the ground that the sale was made to estab- 
lish a tax loss and was not bona fide. The 
language of the opinion, however, indicates that 
such sales will give rise to recognized gain 
or loss if they are not made for tax purposes. 
In Landreth v. U. 8., 47-1 uste 9 9144, 70 F. 
Supp. 991, aff'd 47-2 ustc §.940i1, 164 F. (2d) 
340, the court implied that a gain would be 
recognized if free from the taint of tax avoid- 
ance, regardless of the amount of the sales 
price See also Papineau, CCH Dec, 18,044, 
16 TC 130. 

2 This use of the 
treatment of 
and a 


“entity’’ approach in the 
transactions between a _ partner 
partnership cannot be considered as a 


Partners and Partnerships 


Heretofore, salaries and interest have been 
considered as part of a distributive share of 
the partners. In periods during which there 
was a loss the salary and interest were con- 
sidered income only to the extent paid out 
of the capital of the other partners. By 
Section 707(c) of the new Code, if the 
salaries or interest are to be paid, regard- 
less of earnings, they are deductible in full 
from partnership income or are carried as 
a loss, which may be used, carried over or 
carried back by members of the firm. Simi- 
larly, they must be reported as income when 
received by the partners, and not at the end 
of the partnership year. 

Distributions of Property.—Here we are 
concerned with distributions of property 
during the continuance of the partnership- 
not in liquidation. Current distributions of 
cash present no problem. Under the 1954 
Code, as under the prior law, the income of 
a partnership is taxable to the partners when 
it is earned and it is immaterial, as far as 
taxation is concerned, whether or not that 
income is distributed. However, any undis- 
tributed income is added to the partner’s 
basis for his partnership interest. 

The 1954 Code provides no change from 
the existing rules regarding the distribution 
of property. 
to noe 


Such a distribution gives rise 
recognized gain or loss until the prop- 
erty received in distribution is disposed of. 
This is true regardless of the nature of the 
property and regardless of the fact that its 
partnership basis may be substantially in 
excess of the partner’s basis for his part- 
nership interest (Section 731(a)(1)). Never 
theless, the establishment of the basis of the 
property, which the partner has received in 
distribution, gain or 


upon the subsequent disposition of the prop- 
‘ 


determines his loss 


erty."* His basis is that of the partnership 
recognition by Congress of the validity of con- 
sidering the partnership an entity in all situa- 
tions. The Conference Committee Report, in 
referring to Sec. 707, states: 

“No inference is intended, however, that a 
partnership is to be considered as a separate 
entity for the purpose of applying other pro- 
visions of the internal revenue laws if the 
concept of the partnership as a collection of 
individuals is more appropriate for such pro- 
visions. An illustration of such a _ provision 
is section 543(a)(6), which treats income from 
the rental of property to shareholders as per- 
sonal holding company income under certain 
conditions." 

% This is similar to the rule with respect to 
property transactions between a corporation 
and a controlling stockholder. 

1% Whenever cash and property are distributed 
to a partner, the basis of his partnership in- 
terest is reduced by the amount of the cash 
distributed (Sec. 732}. 
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unless the partnership basis for the distrib- 
uted property exceeds the adjusted basis of 
the partnership interest of the distributee 
partner, in which case the partner’s basis 
for his partnership interest is his basis for 
the distributed property (Section 732(a) (2) ).* 


The 1954 Code is in this respect a radical 
departure from the prior law which gen- 
erally required that a proportionate 
part of the partner’s basis of his partnership 
interest be allocated to each distributed asset, 
in accordance with the market 


only 


value of 


1 


such asset.” 


In the disposition of property received by 
a partner from a partnership distribution to 
him, any excess of proceeds over his basis 
is normally a capital gain and any loss is a 
capital loss. This, however, is not true in 
the case of gain or loss from the disposition 
of unrealized accounts receivable or inven 
tory items (Section 735). In every provision 
of the 1954 Code dealing with the dis- 
position of property received from a part- 
nership distribution, whether current or in 
final liquidation, it is evident that all possible 
precautions were taken to prevent the pos 
sibility of taxpayers converting 
income into capital gain. 
vides that the unrealized 
accounts receivable or inventory items which 
are not sold or exchanged within five years 
from the date of distribution shall, upon 
the disposition of such distributed property, 
give rise to ordinary income and not capital 
gain. Section 75l(a) provides that any cash 
or property, 


ordinary 
Section 735 pro- 
distribution of 


received by a partner in ex 
change for all or part of his interest in the 
partnership, which is attributable to (1) un 
realized accounts inven 
items which have increased more than 
20 per value and constitute 
than 10 per cent of the value of all 
partnership assets, shall be ordinary income, 
Section 751(b) provides that property received 
by a partner in distribution, in exchange for 
his interest in the accounts 


receivable or (2) 
tory 
cent in which 


more 


receivable or in- 
ventory, shall be ordinary income 

If a partner has acquired his interest by 
purchase or within years 
before the partnership assets are distributed 


inheritance two 


% Where the adjusted basis for the property, 
in the hands of the partnership, exceeds the 
distributee partner's basis for his partnership 
interest, there will be an unused basis which 
the partnership may elect to allocate to its 
remaining assets, and thus increase their basis 
to the partnership If, on termination of the 
partnership, there is a loss on distribution, 
the election requires a recognition of such loss 
(Sec. 734) 

% There are apparently no decisions on this 
question, but the Bureau has ruled that the 


728 


September, 1954 @ 


to him, and the partnership had not elected 
to adjust the basis of its assets pursuant to 
Section 743(b), the partner may elect to 
have a special basis representing the differ- 
ence between the basis of his partnership 
interest and his proportionate share in the 
basis of all partnership assets (Section 732 
(d)). The Bureau may force a transferee 
partner to make this election regardless of 
the two-year limitation if the fair market 
value of partnership property has increased 
more than 10 per cent over its adjusted basis 


Continuation of Partnership.— At common 
law no distinction has been made between 
the dissolution of a partnership and its ter- 
mination. The death or withdrawal of an 
existing partner, the admission of a new 
partner or partners or a change in the part- 
nership interests of the partners resulted 
in the dissolution of the firm; if the business 
was continued a new organization was formed 
This rule, applied to income tax law, permitted 
the termination of partnership accounting 
and taxable periods almost at the will of 
the partners, thus enabling them to throw 
anticipated partnership income into subse- 
quent taxable years whenever they wished 
to do so. Also, the death of a partner, by 
terminating the partnership year, might throw 
more than 12 months’ income into the tax 
able year of the members of the partner- 
ship. Revenue Ruling No. 144 put an end 
to the practice of partners terminating the 
partnership year by changing their inter- 
ests or admitting new partners into the 
firm, and through the tortuous path of liti- 
gation the result was reached that the death 
of a partner closed the year as to him—not 
as to the other members.” 


It remained, however, for the 1954 Code 
to clarify this entire problem. Under Sec 
tion 708, a partnership year continues de- 
spite the death or withdrawal of members, 
the admission of new members or a change 
in the partnership interests of old members. 
However, when a partner disposes of his 
entire interest in the partnership (as dis 
tinct from less than his entire interest) the 
partnership year closes as to him but not 


as to the other members (Section 706(c)). 


basis for distributed property must be allo- 
cated by reference to the ‘‘present value’’ of 
the distributed assets (G. C. M. 20,251, 1938-2 
CB 169). For the discussion of the formula 
used in such allocation, see Sec. 8.2 of Little, 
Federal Income Taxation of Partnership. See 
also Rabkin and Johnson, ‘‘The Partnership 
Under the Federal Tax Laws,’’ 55 Harvard Law 
Review 909 


Revenue Ruling 144, 16 IRB 29, 1953. 
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An “outside salesman”’ is defined 

as an employee who does his selling 
away from the employer's place 

of business. Under the new 

Code, outside salesmen who are 
employees are allowed to deduct 
from gross income expenses 

of soliciting business for their 
employer, away from the employer's 
place of business, whether or 

not the expenses are reimbursed. 
Such expenses as the cost of 
telephone and telegraph, secretarial 
help, entertainment, meals, split 
commissions, etc., can therefore be 
deducted. In addition, the taxpayer 
can take the standard deduction. 


A partnership year terminates only if no 
part of the business is continued in partner- 
ship form or if there is a sale or exchange 
within a 12-month period of 50 per cent or 
more of the total interest of the old part- 
ners (Section 708(b)).% The death of a 
partner result in the closing of 
the partnership year—even with respect to 
the deceased partner—and the distributive 
share of the deceased partner in the part- 
nership income constitutes income to his 
estate, and not income reportable in his 
final return (Section 706(c)). 


does not 


Purchase or Sale of Partnership Interest. 

A partnership interest has been held, 
by Bureau ruling, to be a capital asset. A 
recent decision holds that the partnership 
interest even though it 
includes untaxed ordinary income.” To 
this loophole, which permitted the 
use of a partnership for converting ordinary 
income into capital gain, the 1954 Code 


is a Capital asset 


ck sec 


requires that any portions of the purchase 


price of a partnership interest attributable 
to unrealized receivables or inventory and 
stock in trade will constitute ordinary in- 
come to the (Section 751(a)). The 
purchaser of the interest is permitted (pro- 
vided the partnership elect to 
adjust the partnership basis of partnership 
property to reflect the 
creased value as 
price) to 


seller 
does not 


increased or de 
shown by the purchase 


have a special basis which, in 
' Special rules are provided in case of mer- 
ger, consolidation or division of partnerships 
(Sec. 708(b)(2)) 
1%” Meyer v. U. 8., 541 ust 
(2d) 406 (CA-7, May 18, 1954). 


§ 9408, 211 F 


Partners and Partnerships 


substance, excludes from his gross income, 
when there is a subsequent realization by 
him from the receivables or inventory, an 
amount equal to the income recognized to 
the seller with respect to such items (Sec- 
tion 743(b)). 

Death or Withdrawal of Member.—As 
has been noted, the death, retirement or 
withdrawal of a partner will not result in 
the closing of the partnership’s taxable 
year (Section 706(c)). However, in all 
such cases there are payments made to the 
retiring partner or to the estate (or suc- 
cessors in interest) of the deceased part- 
ner. The nature of such payments and their 
effect on the taxable income of the remain- 
ing or surviving partners have given rise 
to much litigation.” In order to understand 
this problem it is necessary to distinguish 
between a partner’s distributive share of 
partnership income (which also may be 
referred to as his participation interest) 
and the partner’s capital interest in the 
firm. The 1954 Code makes it clear that 
payments on account of the partner’s capital 
interest will be treated as capital gains, 
except to the extent that such payments are 
on account of inventory items which have 
appreciated in value as much as 20 per cent, 
and which constitute at least 10 per cent of 
the firm’s assets (Section 736). Payments 
attributable to the partner’s capital interest 
do not include amounts paid for unrealized 
accounts receivable or for good will (unless 
the partnership agreement provides for a 
payment with to good will). All 
other payments are treated as ordinary in 
come to the recipients. If the amount 
thereof is dependent on the income of the 
partner, they 


respect 


reduce the distributive share 
of the remaining or surviving partners. If 
they are payable regardless of the income 
in the partnership, they constitute a deduc- 
tible expense by the firm (Section 736(a)). 


Final Dissolution 


When there are distributions in final liq- 
uidation, a partner receives capital gain or 
taxable income only to the extent that the 
cash distributed to him exceeds his adjusted 
basis for his partnership interest (Section 
731(a)(1)). The cash distributed is a reduc- 
tion in his adjusted basis for his partner- 
ship interest and there is no gam until the 


(Continued on page 763) 


2° See Bull v. U. 8., 35-1 ust 
U. S. 247: Rabkin and Johnson, 
at page 939 


{ 93A6, 295 
work cited, 





The Existing Pattern of Tax 
Exemption Has Proved 


to Be an Aid to Small Business 


The Permissible Scope of Trade 


oo Internal Revenue Code of 1954, as 
did the prior Code and the 

revenue acts since 1913,’ exempts from the 
federal income tax several classes of corpo- 
rations and Included within 
this group of tax-exempt entities under Sec- 
tion 


successive 


associations. 


501(c)(6) are nonprofit organizations 
of businessmen, business leagues (including 
trade associations), chambers of commerce, 
real estate boards and boards of trade.* The 
major purpose of this [ 


reason tor 


exemption is, of 
course, the basi 


emption, 


much tax ex 


whether on the federal, 


state or 
namely, the serving of a func- 
tion which is deemed to be of a public or 


semipublic nature 


local level 


The primary organization coming within 
the scope of Section 501(c)(6)* is the trade 
association, of which there are now approxi- 
mately 12,000 within the United States,‘ rep- 
resenting four million 
Since the 


ove! independent 


business strong stimuli 


units 


‘Internal Revenue Code of 
No. 591 (August 16, 1954)), Sec 
ternal Revenue Code of 1939, Sec. 
1935 and 1934 Revenue Acts, Sec 
and 1928 Revenue Acts, Sec 
1921 and 1918 Acts, Sec 
ll(a); 1913 Act, Sec. II G(a) 

* Sec. 501(c)(6) of the Internal Revenue Code 
of 1954 provides an exemption from the federal 
income tax for business leagues as follows: 

(6) Business leagues, chambers of commerce, 
real estate boards, or boards of trade, not 
organized for profit and no part of the net 
earnings of which inures to the benefit of any 
private shareholder or individual.’’ 

Some state exemption statutes employ the 
same or almost the same phraseology, for 
example, District of Columbia Code, Tit. 47, 
Sec. 1554(e). 


1954 (Pub. L 
501(c)(6); In- 
101(7); 1938, 
101(7); 1932 
103(7); 1926, 1924, 
231(7); 1916 Act, Sec 
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given its development in the 1920’s by 
Herbert Hoover, then Secretary of Com- 
merce, and subsequently under the aegis of 
the NRA (for the antitrust implications of 
NRA industry committees see Eugene Dietz 
gen Company v. Federal Trade Commission, 
142 F. (2d) 321 (1944), certiorari denied 
323 U. S. 730) and the industrial activity 
resulting from World War II, it has become 
one of the most important f 

American economy.® 


factors in the 
The strengthening of 
business ideals, the development of market- 
ing, the improvement of merchandising 
methods and the promotion of efficiency in 
production, technical research, compiling 
and distributing trade statistics, assistance 
to the executive and legislative branches of 
the federal and state governments as sources 
and 
many 


of information group opinion—all of 


these and others are semicivic ac 
tivities in the interests of the general wel- 
fare and, accordingly, proper functions of 

‘Business leagues were not accorded an ex- 
emption under the Corporation Tax Law of 
1909, 36 Stat., c. 6, 11, 112-117. The exemption 
was placed in Sec. II of the Tariff Act of 1913 
(1913 Income Tax) by the Senate. 50 Congres- 
sional Record 3856, Pt. 4 The House version, 
in the language of the 1909 act, had not included 
business leagues within the exemption. 

* Judkins, ‘“‘Trade Associations in 1954 Total 
12,000," Trade Association World (January, 
1954) 

‘See Pearce, Trade Association Survey, 
TNEC Monograph No. i8 (1941), for a defini- 
tive discussion of trade association activity. See 
also, Jones, Trade Association Activities and 
the Law (1922), and the later discussions in 
Kirsh, Trade Associations in Law and Business 
(1938), and “Business Associations Under 
Federal Law,’’ 11 National Association of Manu- 
facturers Law Digest, No. 1 (1948). 
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Association Activity 


By GEORGE D. WEBSTER, Partner, 
Davies, Richberg, Tydings, Beebe 
& Landa, Washington, D. C. 


the tax-exempt trade association. As stated 
recently by Member Caretta of the Federal 
Trade Commission: ° 

“The many beneficial and socially useful 
activities of a trade association are common 
knowledge Demonstrated merit has 
justly entitled them to a secure place in a 
capitalistic hierarchy.” 

The main emphasis of this article will be 
on the permissible scope of trade association 
activity insofar as the federal tax exemption 
is concerned, indicating the legal pitfalls 
which may be encountered and setting forth 
a blueprint for such activity consonant with 
the federal internal revenue laws. 


In General 


In general, in order to come within the 
orbit of the exemptive provisions of the 
federal income tax, the trade association or 
other business league must meet the “public 
purpose” or “quasi-public purpose” test,’ 
which forms, as indicated, the legislative rea- 
son for the statutory provision. Moreover, it 
must be the type of business league which 


* Caretta, ‘‘The Role of Trade Associations in 
a Free Economy address before the Washing- 
ton Trade Association Executives, Washington, 
D. C., May 6, 1953. Compare a similar state- 
ment by Secretary of Commerce Sinclair Weeks 
contained in a recent letter to the American 
Trade Association executives: 

‘The Department of Commerce has long en- 
joyed the cooperation of nonprofit organizations 
of business men, organized to provide mutual- 
aid services under the American free enter- 
prise system.”’ 

*Cf. the statement in Crooks v. Kansas City 
Hay Dealers Association, 1930 CCH { 9078, 37 
F. (2d) 83, 84 (CCA-8, 1929): that 
Congress intended to exempt only such organi- 


Trade Association Activity 


may be exempt and engage in those activi- 
ties which are permissible for federal tax 
purposes. Further, in the terms of the tax- 
ing statute, it must not be “organized for 
profit and no part of the net earnings” may 
inure “to the benefit of any private share- 
holder or individual.” 

In the absence of a more specific delinea- 
tion of the requirements for exemption in 
the Code, or the preceding revenue acts, 
the Treasury Regulations, which have been 
practically identical for all years since 1928 
(which will no doubt be carried over in 
nearly the same form under the 1954 Code) 
and which are reflective of the legislative 
purpose, provide a definition of a business 
league as follows:” 

“A business 


league is an association of 


persons having some common business in 
terest, the purpose of which is to promote 
such common interest and not to engage in 
a regular business of a kind ordinarily car 
ried on for profit. It is an organization of 
the same general class as a chamber of 
commerce or board of trade. Thus, its activ 
ities should be directed to the improvement 
of business conditions of one or more lines 
of business as distinguished from the per 
formance of particular services for individual 
persons, An organization whose purpose 1s 
to engage in a regular business of a kind 
ordinarily carried on for profit, even though 
the business is conducted on a cooperative 
basis or produces only sufficient income to 
be self-sustaining, is not a business league 
An association engaged in furnishing infor- 
mation to prospective investors, to enable 
them to make sound investments, is not a 
business league, since its activities do not 
further any common business interest, even 
though all of its income is devoted to the 
purpose stated. A stock exchange is not a 
business league, a chamber of commerce, 
or a board of trade within the 
of the Internal Revenue Code and is not 
exempt from tax. Organizations otherwise 
exempt from tax under this section are tax 
able upon their Supplement U net 


meaning 


income 


zations as were devoted entirely to the general 
welfare. Congress did not say s0.' (Italics 
supplied.) 

*’ Reg. 118, Sec. 101(7)-1, issued 
Internal Revenue Code of 1939. 
regulations are as follows: Regs. 111, Sec 
29.101(7)-1; Regs. 103, Sec. 19.101(7)-1; Regs 
101, 94, 86, Art. 101(7)-1; Regs. 77, 74, Art. 528 
The interpretation of the statute by the Internal 
tevenue Service through these regulations has 
had the sanction of Congress, giving it the 
quality of law. Retailers Credit Association of 
Alameda County v. Commissioner, 37-1 ust: 
§ 9291, 90 F. (2d) 47 (CCA-9). It should be 
noted that nowhere in the statute or regulations 
has the term ‘‘trade association’’ ever been used. 
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See sections 421 to 424, inclusive, and the 


regulations thereunder.” (Italics supplied.) 


Business League— 
Common Business Interest 


Initially, then, for an exemption to be 
accorded a trade association, it must qualify 
as a business league. It should be noted 
that, generally, “business” is a very all- 
inclusive term embracing everything about 
which a person may be employed. A “league” 
is an agreement between two or more per- 
sons for the accomplishment of some spe- 
cific purpose or purposes.’ The qualification 
of an association 
measured by 


as a business league is 
the following tests: It must 
be an association of persons having a com- 
mon business interest and the purpose and 
activities of which are directed toward the 
improvement of business conditions in one 
or more lines of business as distinguished 
from the performance of particular services 
for particular individuals.” In other words, 
the trade association purposes and activities 
must tend to promote an existing common 
business interest. 


The meaning and import of the first part 
of this requirement are certain; in all of the 
administratively and judicially approved trade 
associations the organization involved was 
composed of businessmen or business repre- 
sentatives in a competitive relationship with 
one another, sharing a common denominator 
of interest, who had joined to improve busi- 
ness conditions generally while still main- 
relationship For 
instance, the attainment of sound industrial 
relations in 


taining the competitive 


the community 
the “open shop” 
lishment and 
of a local 


(by fostering 
principle)" and the estab- 
of the integrity 
market ® have 
common business 
the other hand, the 


maintenance 
been 
inter 

n¢ mbet Ss of 


commercial 
held to constitute 
ests, On 


’ Associated Industries of Cleveland, CCH 


Dec, 15.530, 7 TC 1449, 
at footnote 7, at p. 85 

“Cf. the regulations issued under the Reve- 
nue Act of 1918, which did not use the word 
‘purpose’’ but stated that the activities should 
be restricted to the common business interest 

1 Associated Industries of Cleveland, cited at 
footnote 9 

2 Crooks v 


1465 (1946); case cited 


Kansas City Hay Dealers Associa- 
cited at footnote 7, and Little Rock Grain 
Exchange v. Thompson, 50-2 ustc % 9390, 93 F. 
Supp. 571 (DC Ark.) 

"™ American Automobile 
19.537, 19 TC 1146 (1953) 

‘The Commissioner's 
was as follows (brief for respondent, p. 34): 
‘The individual member needs no business 
associations or connection of any kind to be a 
member The individuals have no _ business 
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tion 


Association, CCH Dec. 


position in this case 
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the American Automobile Association ™ 
held not to 


were 
common business in- 
terest, as membership was available to indi- 
vidual motorists without regard to business 
interests or activities.“ Similarly, the mem- 
ber clubs of the American Kennel Club” 
were held to have a common sporting inter- 
est rather than a common business interest, 
since the organization was formed to advance 
the purity of thoroughbred dogs. 


have a 


As to the second proviso under the com- 
mon business interest requirement, Chief 
Judge Kern, speaking for a unanimous Tax 
Court, has stated” that he did not have 
to decide whether trade association activi- 
ties actually led to real and permanent im- 
provement of business conditions in one or 
more lines of business; to qualify, it was 
sufficient that reasonably prudent ‘business- 
men thought that such activity would im- 
prove certain conditions. 


It should be emphasized that this partic- 
ular qualifying factor is of little or no sig- 
nificance to the usual trade association since 
by its very nature any bona-fide trade asso- 
ciation is an association of persons or com- 
panies having such a common business interest, 
with the ultimate purpose of furthering that 
interest. In fact, a generally accepted defini- 
tion of a bona-fide trade association, as set 
forth by the Department of Commerce, pre- 
cludes any other result in defining a trade 


association as:" 


a nonprofit, cooperative, voluntarily- 
joined organization of business competitors 
designed to assist its members and its indus- 
try in dealing with mutual business prob 
lems in several of the following areas 
accounting practices, business ethics, com 
mercial and industrial research, standardiza- 
tion, statistics, trade promotion, and relations 
with Government employees and the gen- 
eral public.’ 


> 18 


interest because many of them have no connec- 
tion of any kind with business."’ 

% American Kennel Club, Inc. v. 
ustc { 9268, 148 F. (2d) 920 (CCA-2) 

% Associated Industries of Cleveland, cited at 
footnote 9, at p. 1466. 

 Judkins, National Associations of the United 
States (Department of Commerce, 19 Ed.), 
p. villi 

* For 
fo Use 


Hoey, 45-1 


another definition see Mitchell, How 
Your Trade Association (1951), p. 1, 
where a trade association is defined as 

= a group of business concerns with 
common interests. These common interests are 
based upon one or more characteristics of the 
products manufactured or distributed: (1) 
They require the same raw material, (2) are 
made by the same processes, (3) cater to the 
same market, and (4) are related in some 
manner functionally.”’ 
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It follows that the usual trade associations 
representing several diverse fields, as con- 
sumer-and-producer goods manufacturing, 
retailing, construction, insurance, finance or 
wholesaling, and expressing on behalf of 
their. members a common business interest 
are, as stated, never denied exemption as 
failing to meet this requirement. 


In and of itself, however, that fact does 
not entitle an association to an exemption, 
as the requirements of Section 501(c)(6) are 
conjunctive: “All business leagues are not 
exempt. Only those having particular 
purposes, which do not have the prohibited 
purposes, and which operate in the 


pre 
scribed way are exempt.” ” 


Engaging in a Regular Business 


A trade association cannot obtain an ex- 
empt status for federal income tax purposes 
if formed or operated with an explicit profit 
objective, or if it carries on a business regu- 
larly engaged in for profit, indirectly demon- 
strative of a profit motive. Generally, this 
is the most important test to be met. Where 
an organization shares carrying a 
right to dividends, it is ordinarily organized 
for profit and not exempt.” Of course, if 
it is organized for profit, then it is clearly 
taxable under the express language of the 
statute whether or not it consistently oper- 
ates at a profit.” 


issues 


As to this qualifying factor, the cases on 
the whole provide a fairly definite line of 
demarcation between the exempt and the 
nonexempt. An association which is formed 
by business concerns to carry on an ordi- 
nary type of business or to furnish to mem- 
bers a type of service which can ordinarily 
be secured from concerns operated for profit 
is denied exemption. On the other side of 
the line are cases where a genuine trade 
association exists and where exemption is 
granted notwithstanding the fact that mem 
bers may enjoy and receive individual bene- 


fits and services from the association, and 
notwithstanding the engagement in collateral 
activities. Thus, if the business activity 
substantially affects the association’s opera- 
tions, exemption is denied. Where the 
profit-making activity is only incidental to 
and clearly subordinate to the main pur- 
pose,” then the trade association is not 
disqualified, even though a literal reading of 
the Regulations would prohibit any com- 
mercial activity. For instance, the receipt 
by a trade association, organized as a non- 
profit organization, of commissions on in- 
surance policies on “public business” which 
served only to reduce the amount of dues 
payable by the members who were agents 
of insurance companies, did not bar such 
organization from classification as an ex- 
empt organization.” 


In the decisions adverse to an association 
exemption, there is a predominance of cases 
in which the organization seeking exemp- 
tion was supplying credit information or 
operating a collection agency, presumably 
in competition with Dun & Bradstreet and 
similar concerns.“ Usually the association 
functioned primarily to provide such serv 
ices at a cheaper rate than was available 
elsewhere. Only in a few instances has this 
type of activity been approved, that is, in 
the situation where it constituted a very 
minor portion of the organization’s activities.” 


Uniform Printing & Supply Company v. 
Commissioner™ is illustrative of a type of 
alleged business league, the activity of which 
was restricted entirely to a business ordi- 
narily carried on for profit. The taxpayer 
organization was established for the single 
purpose of printing forms and other sup- 
plies on a cooperative, near-cost basis for a 
number of insurance companies. Similarly, 
it follows that an exemption should properly 
be denied an organization engaging in co 
operative buying for its members as one of 
its principal functions,” as well as a cor 
poration, the primary if not the sole purpose 





1” Underwriters’ 
sioner, 43-1 
(CCA-7) 

” Northwestern Jobbers Credit Bureau v. Com- 
missioner, 2 ustc § 459, 37 F. (2d) 880 (CCA-8, 
1930). 

21 Clay Sewer Pipe Association, Inc. v. Com- 
missioner, 43-2 ustc { 9675, 139 F. (2d) 130 
(CCA-3). The year involved here was 1939 and 
the opinion notes that in 1943 this association 
converted itself into a corporation not for profit 
under the Ohio law. 

22 As stated in Retailers Credit Association v., 
Commissioner, cited at footnote 8, at p. 52: 
“In determining when a purpose to engage 
in a regular business of a kind ordinarily 
carried on for profit is merely incidental or 


Laboratories v. 
| 9340, 135 F 


Commis- 
(2d) 371, 374 


UsT¢ 


Trade Association Aciivily 


subordinate, each case must stand on its own 
facts."’ 
2% King County Insurance 
Dec. 9945, 37 BTA 288 (1938). 
* For example, Durham Merchants Association 
v. U. 8., 40-2 ustc { 9652, 34 F. Supp. 71 (DC 
N. C.) and Credit Managers Association of 
Northern and Central California v. Comnis- 
sioner, 45-1 usté { 9198, 148 F. (2d) 41 (C'CA-9). 
* See Milwaukee Association of Commerce v. 
U. 8., 47-1 ustc § 9245, 72 F. Supp. 310 (DC 
Wis.). 
61 ustc § 391, 33 F. (2d) 445 (CCA-7 
* Apartment Operators Association 
missioner, 43-1 ustc {§ 9504, 136 F 
(CCA-9). 


Association, CCH 


, 1929). 
v. Com- 
(2d) 435 


733 





of which was to make appraisals for build- 
ing and loan associations.” 

Trade publications constitute a type of 
activity that has created considerable dif- 
ficulty. The National Automobile Dealers 
Association’s exemption was invalidated at 
one time because of the use of a catalogue 
containing recommended prices for used 
cars.” A similar catalogue also caused an 
exemption to be revoked for the Automotive 
Electric Association,” as its publication, in 
using specific advertising for member-manu- 
facturers, constituted an engaging in a 
business ordinarily carried on for profit.” 
A third catalogue was approved by a ma- 
jority of the Tax Court in National Leather 
& Shoe Finders Association™ There, the 
catalogue (“Shoe Service’) was held not to 
preclude exemption even though a substan- 
tial profit was made from advertising placed 
therein. It was not a sales medium in the 
interest of specific members; moreover, it 
was determined not to constitute a business 
ordinarily carried on for profit since there 
was no other similar magazine published. 
Similarly, the publication of “Credit World” 
by the National Retail Credit Association 
was approved as being only incidental to the 
primary, exempt purpose of the association.” 


More recently, a Bureau of Quantity sur- 


vey conducted by 
uM 


Contractors 
was sufficient to preclude ex- 
This bureau conducted for its 
members an independent survey of the 
quantity of material necessary for the con- 
crete and work on 
project. clearly 
with 


the General 
Association 
emption. 


masonry a particular 
This was in competition 
a number of similar estimating enter- 
prises ordinarily this type of work 
for profit. It should be noted in this case 
that there was no claim by the Commis- 
sioner that this bureau represented the most 
important activity of the but 


doing 


association 


only that it was one of the principal objec- 


* Central Appraisal Bureau, CCH Dec. 
12,507-F, BTA memo. op. (1942). 

2» National Automobile Dealers Association, 
CCH Dee. 13,308(M), 2 TCM 291 (1943). After 
the decision of the Tax Court, the taxable 
operations, which gave rise to the revocation of 
the exemption, were removed from the associa- 
tion's activities. 

” Automotive Electric Association v. Commis- 
sioner, 48-1 { 9287, 168 F. (2d) 366 (CCA-46). 
This same result was reached in Florists’ Tele- 
graph Delivery Association, Inc., CCH Dec. 
12,825-A, BTA memo. op. (1942). 

“Cf. Washington State Apples, Inc. v. Com- 
missioner, CCH Dec, 12,233, 46 BTA 64 (1942), 
where industrial, as distinguished from indi- 
vidual, advertising was not considered to be the 
type of business ordinarily carried on for 
profit. 

#2 CCH 
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tives.” One of the decisive factors resulting 
in this conclusion by the United States Court 
of Appeals for the Seventh Circuit was the 
action of the association itself in devoting 
approximately one fourth of its annual re- 
port for a period of several years to a dis- 
cussion of the work of the bureau. 


Generally, services rendered to nonmem- 
bers on a profit basis have been uniformly 
considered evidence of the fact that the 
engaging in a_ business 
ordinarily carried on for profit.” This factor 
is sometimes considered in connection with 
the income statement of an association. If 
the income is primarily from fixed charges 
for services rendered, rather than from 
members’ dues, and those charges are paid 
by nonmembers, at 


association was 


least in a substantial 
amount, then most certainly an asserted revo 
cation of an exemption will be successful.” 


Net Earnings Inuring to Members 


A third requisite for a trade association’s 
exemption under the federal taxing statutes 
is that no part of its net earnings inure to 
the benefit of any shareholder or individual. 
This, of course, is in accordance with the 
general mandate and explicit language of the 
statute directing that the public in general, 
or a group in general, rather than particular 
individuals or particular companies, is to 
receive the benefit of the tax exemption. In 
the great majority of the cases, there are 
benefits which inure to the individual trade 
association members; otherwise, no person 
or company would belong to or pay the 
required dues and assessments. In fact, it 
would be contrary to the corporate statutes 
which prevent a company from making a 
gift of its assets. However, this type of 
general benefit received by all members is 
not the type of benefit or inurement to 
which the statute has reference. The pro 

% National Retail Credit Association, CCH 
Dec. 12,195-D, BTA memo. op. (1941). 

*%* General Contractors’ Association of 
waukee v. U. 8., 531 ustc § 9250, 202 F. 
633 (CA-7). 

** See brief for appellee (collector) in Seventh 
Circuit, at p. 23 

™% See Fort Worth Grain & Cotton Exchange, 
CCH Dec. 7967. 27 BTA 983 (1933); Clay Sewer 
Pipe Association, Inc. v. Commissioner, cited at 
footnote 21; and A-1 Cleaners & Dyers Com- 
pany, Inc., CCH Dec. 4764, 14 BTA 1314 (1929) 

% Other proscribed activities in the 
include: 

(a) placement bureau (Commissioner . 
American Association of Engineers Employment, 
Inc., 53-1 ustc { 9383, 204 F. (2d) 19 (CA-7)); 

(b) representing holders of ‘‘municipals’’ 
(Northwestern Municipal Association, Inc. v 
U. 8., 38-2 ustc § 9564, 99 F. (2d) 460 (CCA-8)). 
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cases 





scribed inurement includes special services 
at reduced rates, actual dividends or a re- 
duction in dues because of profits made from 
sales to nonmembers or because of profits 
made from a business regularly carried on 
for profit. 


Thus, legal advice by association counsel 
is restricted to broad industry problems and 
should not relate to specific problems of 
individual members; under such circumstances, 
in effect, the net earnings of the association 
would inure to the individual members. 

National Chiropractic Association, Inc. v 
Birmingham * 


involved the receipt by mem- 
bers of 


individual services. The taxpayer 
was a national association of chiropractors; 
two of the three classes of members thereof 
(Classes A and B) received payments from 
the association to reimburse them for the 
expenses incurred in defending and paying 
judgments rendered in malpractice suits and 
resisting legal action for practicing medi- 
cine, surgery or osteopathy without a li- 
The federal district court held that 
the receipt of these benefits by the Class A 
and B members constituted an inurement 
of the net earnings of the association to 
such members, with a resultant failure to 
come within the purview of the “business 
league” exemption. 


cense. 


An even more direct distribution of earn 
ings apparently occurred in Wholesale Gro 
cers Exchange, Inc.” There the taxpayer 
owned the copyright on three separate gro- 
cery labels, and “the members apparently 
received their distributive this 
income, 


9 40 


share of 


Earnings may also inure to association 
members by the reduction in dues made 
possible by earnings received from a busi- 
ness regularly carried on for profit. 
in the National Automobile Dealers 
tion case,” the Tax Court 
page 25): 


Thus, 
Assot id 
stated (at 


“The activities in behalf of the petitioner’s 
members were carried on at a great loss, 
and if it were not for the profits derived 
from the sale of the Guide [catalogue], peti- 
tioner would have had to restrict its opera 
tions or else levy a large assessment on its 
members. Petitioner’s membership division 
for the 1934 to 1938, inclusive, was 
operated at a loss of $127,051.96, whereas 
during the same period, petitioner realized 
profits from the sale of the Guide in the 


years 


3° CCH Dec. 14,043(M), 3 TCM 699 (1944). 

* Case cited at footnote 39, Judge Sternhagen, 
at p. 700. 

** Case cited at footnote 29, at p. 295. 

#2 43-2 ustc § 9571, 51 F. Supp. 933 (DC Calif.) 
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amount of $232,144.60. It is obvious that 
petitioner’s members are benefited to that 
extent.” 


On the other hand, the Commissioner has 
not prevailed in attempts seeking to convert 
general services to a business group into 
“inurement” to individual members. Thus, 
in American Fishermen’s Tuna Boat Associa- 
tion v. Rogan,” an association of tuna fisher- 
men negotiated with the canners for standards 
for price determination to be paid by the 
canners for fish. It was urged that this 
constituted an individual service to the 
members. The court held, however, that 
these activities of the association were “to 
promote fairness, honesty, and better condi- 
tions in the tuna fishing industry” (at 
page 938). 

It should be emphasized that the mere 
fact that there is no established program for 
the distribution of assets in the event of 
dissolution does not require a holding that 
its net earning may inure to the benefit of 
its individual members.“ However, as a 
safeguard, a provision should be inserted 
in the articles of incorporation or associa- 
tion providing for the disposition of the 
association’s assets at dissolution 
than members. 


to other 


In some instances, the same activity will 
disqualify a trade association under both the 
“inurement” and the “regular business’’ re 
quirements of Section 501(c)(6). To this 
extent, then, there is an overlapping of 
the requisites for exemption. Thus, in the 
General Coniractors Association case,“ the 
same activity that constituted engaging in 
a business regularly carried on for profit 
(quantity survey) also constituted the ren- 
dition of valuable services to the 
tion members. 


associa- 


Same General Class as 
Chamber of Commerce 


The Regulations under the 
1939 forth as a final requisite 
for exemption that, under the doctrine of 
moscitur a soctis, an association be “of the 
same general 


applicable 
Ce de set 


class as a chamber of 


board of trade.” 


com- 
Judge Swan of 
the Second Circuit, in refusing to grant a 
“business league” exemption to a_ stock 
clearing association, commented on its fail 
ure to meet this requirement as follows: “ 


merce Or 


*§ See Associated Industries of Cleveland, cited 
at footnote 9. 


* Case cited at footnote 34 
* Produce Exchange Stock Clearing Associa- 


tion v. Helvering, 1934 CCH { 9323, 71 F. (2d) 
142, 144 (CCA-2) 
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“Nothing is done to advance the interests 
of the community or to improve the stand- 
ards or conditions of a particular trade, as 
in the case of chambers of commerce, real 
estate boards, and boards of trade. Under 
the familiar doctrine of noscitur a sociis, a 
business league to be exempt must possess 
the general characteristics of these other 
organizations with which the statute groups 
it. The petitioner does not possess them; 
its purpose is simply to provide a business 
economy or convenience for individual traders.” 

Apparently, then, this requirement is com- 
pletely embraced within the scope of the 
first three exemption requirements. An or- 
ganization having a common business in- 
terest among its members, not engaging in 
a business ordinarily carried on for profit 
and with no earnings inuring to the individ- 
ual members, would undoubtedly, without 
more, qualify under this requirement. Never- 
theless, it discussion in the 
In some instances its appli- 
cation has been the basis for a disallowance 
of the exemption, as in the case of an 
organization, the only activity of which con- 
sisted of furnishing laboratory facilities to 
its physician-members.” 


has received 


decided cases.” 


Public Policy Considerations 


As stated initially, the trade association 
exemption was inserted into and has been 
retained in the federal tax structure because 
of public policy considerations, that is, the 
performance of a public or semipublic func- 
tion. However, a simultaneous contraven- 
tion of other considerations of public policy 
may preclude such an exemption being ac- 
corded to a trade association or, alterna- 
tively, may prevent a deduction being allowed 
to the thereof for 
ments or contributions.” 


members dues, assess- 


These other con- 


“ For example, Associated Industries of Cleve- 


land, cited at footnote 9; Retailers Credit Asso- 
ciation of Alameda County v. Commissioner, 
cited at footnote 8: Crooks v. Kansas City Hay 
Dealers Association, cited at footnote 7. 

Medical Diagnostic Association, C 
11,291, 42 BTA 610 (1940). 

* See, in this connection, Randolph Paul's ob- 
jection to the use of federal taxation as an in- 
strument of moral reform, in Taxation in the 
United States (1954), pp. 694-700 

” The importance of lobbying expenses is 
indicated by the fact that about 150 corporations 
spent over $32 million for such purpose (includ- 
ing contributions to trade associations) from 
January, 1947, to May, 1950. H. Rept. No. 
3137, S8ist Cong., 2d Sess., pp. 1, 183, 255, 520 
(1950) 

” Case cited at footnote 9. In this case, the 
argument was made by the Commissioner that 
the lobbying of the taxpayer precluded exemp- 
tion as follows (brief for respondent, p. 90): 
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siderations relate to legal association activities, 
the purpose of which is to seek to influence 
legislation or illegal association activities 
which constitute violations of the federal 
antitrust laws. 


Influence of legislation.—There is no re- 
quirement, by statute or regulation, that a 
trade association, in order to be considered 
exempt, refrain from carrying on propaganda 
or seeking to influence legislation. Such a 
limitation (as a substantial activity) is only 
applicable to a corporation or other organi- 
zation operated for “religious, charitable or 
education purposes” under Section 501(c) (3) 
of the 1954 Code. Presentation of informa- 
tion, trade statistics and group opinions to 
government committees and bureaus is one 
of the essential functions of many trade 
associations,” and has been a factor specifi- 
cially present in a number of judicially 
approved trade associations, including the 
following: Associated Industries of Cleve- 
land,” the Chicago Graphic Arts Federation, 
Inc.," Leaf Tobacco Exporters Association, 
Inc.,* Atlanta Master Printers,” and the 
American Refractories Institute.* In fact, 
many trade associations have specifically 
designated and active legislative committees.” 

However, as in other areas of the federal 
tax law, the income (association exemption) 
aspects and the deduction (members’ assess- 
ments, dues, etc.) aspects of the taxing scheme 
are mutually exclusive and are therefore not 
necessarily in accord. Dues and assessments 
paid to regular trade associations have almost 
uniformly been allowed as deductions by the 
Commissioner as ordinary 
business expenses. However, he has pre 
vailed recently in asserted disallowances 
of deductions, not for money spent directly 
by a taxpayer corporation for lobbying pur 
poses, as in Textile Mills Securities Corpora 


and necessary 


“The petitioner on many occasions carried on 
extensive lobbying activities to the bitter end 
against N. I. R. A., the Wagner Act and many 
more like bills. .. .”’ 

* Commissioner wv. Chicago 
Federation, Inc., 42-2 usr 
424 (CCA-7) 

% Leaf Tobacco Exporters Association, Inc., 
CCH Dec, 18,474(M), 10 TCM 706 (1951). 

% Atlanta Master Printers Club, CCH Dec 
12,892-G, 1 TCM 107 (1942). This organization 
induced the State of Georgia to discontinue its 
prison-operated printing activities. 

* American Refractories Institute, CCH Dec 
16,184(M), 6 TCM 1302 (1947). 

% Blough, in The Federal Taxing Process 
(1952), states (at p. 27) that with few excep- 
tions the witnesses before Congressional com- 
mittees in tax matters represent organized 
producer-interest groups (presumably trade 
associations). 


Arts 
(2d) 


Graphic 
{ 9484, 128 F 
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tion Vv Commissioner,” but 


for contributions 
to business associations which spend a ma- 
jor portion of their resources in attempts 
to influence legislation.” This result has 
been reached even though such an organiza- 
tion had received a 501(c)(6) exemption ruling 
from the Internal Revenue Service and, in 
addition to the lobbying functions, exercised 
some of the more usual trade association 
functions. It should be emphasized that in 


one of these 


each cases it was explicitly 
determined that the association involved had 
been organized and operated primarily for 
the purpose of influencing legislation.” It 
was, therefore, not a true trade association; 
it was a “special-purpose” rather than a 


general or “full-purpose” association.” 


The Commissioner’s efforts to disallow 
the deduction of assessments made to the 
usual trade association have failed. 


case,” he 


In one 
sought to disallow the assessments 
paid by a corporation to the National Asso- 
ciation of Manufacturers on the ground that 
the amounts so paid constituted a contribu 
tion to an organization which was carrying 
on propaganda or otherwise seeking to in 
fluence legislation. The deduction was al- 
since this was not the 
major purpose of the organization involved. 
\ similar result has been reached in the case 
of a contribution to the Chamber of Com- 
merce of the United States.” Contributions 
to nonlobbying business leagues are deduc 


lowed, however, 


tible, of course, if ordinary and necessary.” 

* 41-2 ustc © 9784, 314 U. S. 326. Cf. the Eng- 
lish rule permitting the deductibility of such 
expenses expressed in Tate & Lyle, Ltd. (1953), 
2 All E. R. 162 (C. A.) 

' American Hardware and Equipment Com- 
pany v. Commissioner, 53-1 ustc § 9221, 202 F. 
(2d) 126 (CA-4), cert. den. 346 U. S. 814 (1953) 
(contributions to National Tax Equality Asso- 
ciation): McClintock-Trunkey Company, CCH 
Dec 19,316 19 TC 297 (1952) (petition 
for review pending, CA-9) (contributions to 
Good Roads Association, Washington Whole- 
salers’ Beer Association and Taxpayers’ 
League) 

* This, of course, depends on the particular 
facts of the individual case. One of the im- 
portant factors is the percentage of expenditures 
allocated to lobbying expenses 

* Thus, even a true trade association may 
have to register under the Federal Regulation 
of Lobbying Act (60 Stat. 812). In U. 8. wv. 
Harriss, 347 U. S. 612, decided June 7, 1954, 
it was determined to apply to a person (or 
association) a main activity which is to influence 
legislation. (An association may have a number 
of main activities.) 

® Addressograph-Multigraph Corporation, CCH 
Dec. 14,387(M), 4 TCM 147 (1945). It does not 
appear from the opinion in this case, but in 
the petitioner's brief (p. 134) it is pointed out 
that the NAM is an exempt business league. 
It follows then that if the contributing tax- 
payer is the proper field of endeavor, and if the 
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A possible modification of the present rule 
has been suggested,” that is, that if the only 
reason for disallowing contributions to trade 
associations is the fact that some of the 
money ultimately is spent for lobbying, the 
Commissioner might 
of the contribution. 


disallow only a part 
Nevertheless, in view 
of the fact that expenditures for representa 
tion before the legislature are essential to 
the protection of many taxpayers’ interests, 
and in view of the fact that in many in- 
stances this representation may be secured 
most adequately through trade associations, 
it follows that the continuation of the pres- 
ent rule of complete deductibility to trade 
associations not engaged primarily in lobby- 
ing is desirable In fact, if lobbying ex 
penses are at future date allowed as 
deductions, if paid by a corporation directly, 
then even dues paid to “primarily lobbying” 
trade will 
a deduction. 


some 


associations 


also be allowed as 


Federal antitrust law violation.—A second 
possible area of contravention of public policy 
by trade associations relates to activities viola 
tive of the federal antitrust laws.” In the past, 
it has been determined that a number of trade 
associations were engaging in such activi 
Thus, as a matter of public policy, 
though all Statutory criteria 
are met, a trade association may be denied 


exemption on this basis. 


ties.” 


even express 


Apparently there 


is much more persuasive reason to deny 


exemption here where federal 


statutes are 
exempt organization is not primarily designed 
to influence legislation, then the amounts are 
deductible. However, the Commissioner argued 
(brief for Commissioner, p. 196): ‘“‘The fact 
that under another section of the law, Section 
107 of the Revenue Act of 1936 and correspond- 
ing sections of prior and subsequent statutes, 
the National Association of Manufacturers has 
been exempted from filing income tax returns 
for 1936—as a business league, has no bearing 
on the subject at all.’’ 

“ Smith-Bridgman € 
18,087, 16 TC 287 (1951) 

" Helvering v. Killian 
11,766, 44 BTA 169 (1941), aff'd on other 
grounds, 42-2 wustre { 9487, 128 F. (2d) 433 
(CCA-8) (payment to Chamber of Commerce of 
Norfolk) 

* Note, 67 Harvard Law Review 1408 (1954) 

“Cf. EPC 10 (1947-1 CB 78) holding that 
earnings attributable to violations of the federal 
antitrust laws ere not includable in ‘‘norma! 
earnings’ for purposes of Sec. 722 (1939 Code) 

* See cases cited in Rugg, ‘‘Trade Associa- 
tions,’ Anti-trust Law Symposium of the Neu 
York State Bar Association (1952), p. 145, and 
‘Federal Antitrust Legislation: Guideposts to 
a Revised National Antitrust Policy,’ 50 Michi- 
gan Law Review 1139, 1171-1175 (1952), and 
Rugg, ‘‘Trade Associations,’’ Anti-Trust Sym 
posium of the New York State Bar Association 
(1954), pp. 267 and following 


Company, CCH Dec 


Company, CCH Dee 
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violated than in the lobbying-expense area 
where legitimate expenses are involved. 
However, there is no decided case in which 
the issue has been raised. There are several 
Tax Court on granting 
a “business league” exemption to the organ- 
ization involved to the effect that the 
and purposes of the trade associa- 
involved were not 
policy = 


references by the 


activities 
tion contrary to public 
If one of the activities or purposes 
were determined to be a “restraint of trade” 
within the meaning of the Sherman Act, 
then apparently the Commissioner might 
revoke the exemption, at least as to the 
years involved in the antitrust proceeding 
This approach was indicated by Assistant 
Commissioner Sugarman in his recent state- 
ment before a special House committee.” 
He stated that un-American activities would 
render an educational exemption inapplica- 
ble, not because of the express terms of the 
statute, but because an organization which 
is truly subversive would not be considered 
exclusively educational. Similarly, an asso- 
ciation, a main purpose of which is to re- 
strain trade and engage in other monopolistic 
practices, could not properly be considered 
engaged in the promotion of a 
legitimate business interest. 


common 


The Internal Revenue Service has raised 
the issue infrequently. Its application has 
ordinarily been restricted to situations in 
which the trade association performed serv- 
ices for individual members in connection 
with the violation, such as the payment of 
the members’ attorneys’ fees incurred in 
antitrust suit in which the 
association and its members were joined. 
Accordingly, the Service in this regard has 
not sought 
provision. 


defense of an 


any extension of the statutory 


It has limited its application to 
the explicit language contained therein and 
has given it a liberal interpretation; like all 
exemption provisions, it was “begotten from 
motives of public policy, and” is “not to be 
narrowly construed.” * 


However, as in the case of dues paid to 
a “primarily lobbying” association, dues paid 


“ For example, Associated Industries of Cleve- 
land, cited at footnote 9, at p. 1466. 

“Statement by Norman S. Sugarman on 
June 2, 1954, before the Special Committee of 
the House of Representatives to Investigate 
Foundations and Other Organizations. 

* Helvering v. Bliss, 35-1 ustc { 9001, 293 U. S 
144, 151 (1934) 

*# CCH Dec. 13,473(M), 2 TCM 737 (1943) 
(membership fees in New Orleans Coin Vending 
Machine Association, Merchant Vending Associa- 
tion, United Music Machine Operators Asso- 
ciation, all of which the Tax Court indicated 
were ‘‘questicnable’’ in nature). 


738 


September, 1954 @ 


to an association, the primary purpose of 
which is the elimination of competition be- 
tween the various member enterprises, are 
not deductible. In Domenico E, Fazzio,” 
such contributions or dues were disallowed 
as business expenses as they were paid to 
certain associations, the “primary purpose” 
of which was the “restraint of trade by the 
prevention of competition.” The Tax Court 
felt that public policy required a holding 
that such an expenditure was not a neces- 
sary expense within the meaning of the 
statute.” 


Unrelated Business Income 


though a trade meets 
all of the foregoing criteria, there is still 
one further possibility whereby certain ac 
tivities may render it only partially tax 
exempt. The Revenue Act of 1950 imposed 
a tax (contained in the 1954 Code as Sec- 
tions 511-513) on “unrelated business income” 
in excess of $1,000 of certain 
ganizations, 


Even association 


exempt or- 
including trade associations 
These provisions do not deny exempt status 
to an organization which would otherwise 
be exempt;" they merely subject 
types of income to the corporate tax. The 
present Code (Section 513) describes an 
unrelated trade or business as one “the con- 
duct of which is not substantially related to 
the exercise or performance” of the “pur- 
pose or function constituting the basis for 
its exemption.” 


certain 


Thus, if this tax had been applicable to 
the years involved in Milwaukee Association 
of Commerce v. U. S.,” the credit bureau 
involved therein, constituting an incidental 
activity not sufficient to invalidate the ex- 
emption, would probably have rendered the 
association taxable on the income therefrom 
in excess of $1,000. On the other hand, the 
magazine operated by the National Leather 
& Shoe Finders Association “ was probably 
so related to its fundamental purpose that 
the income therefrom, though substantial, 
would not have been taxed to the association.” 


(Continued on page 763) 


7” Cf. Rev. Rui. 54-27, to the effect that kick- 
back expenses made in violation of the Federal 
Trade Commission Act and the Packers and 
Stockyards Act are not deductible. 

"= This is made clear by the Senate Report 
on the Revenue Act of 1950, S. Rept. No. 2375, 
81st Cong., 2d Sess., p. 29. 

‘2 Cited at footnote 25. 

™ See case cited at footnote 32 

™ This income is reported on Form 990-T, 
which must be filed in addition to the regular 
return, Form 990. In this connection, it should 
be noted that exemption as a business league is 
not automatic; appropriate application must be 
made and a favorable ruling issued. 
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Code Provisions Dealing with 
Depreciation Allowances 


Are Subject to Qualification 


Income Tax Changes 
Affecting Real Property 


By BERNARD D. HIRSH, Chicago Attorney 


substantive income 


\ ANY tax changes 
L directly affecting the sale and owner- 
ship of real property have been incorporated 
into the 1954 Code. Other tax changes 
relating to corporations, partnerships and 
the business of farming are also important 
to real property owners. However, this 
analysis is concerned only with the major 
new tax provisions which specifically apply 
to real property. These include (1) deduc- 
tion of certain taxes levied by special taxing 
districts (Section 164(b)(5)(B)); (2) pro- 
ration of real property taxes between pur- 
chaser and 164(d)); (3) 
stepped-up depreciation allowances for new 
property (Section 167); (4) deferment of 
prepaid income, such as rent, by accrual- 
basis taxpayers (Section 452); (5) relaxa- 
tion of requirements for installment-method 
sales (Section 453); (6) liberalized treat- 
ment of gain on the sale of a personal 
residence (Section 1034); (7) new treat- 
ment of options to buy or sell (Section 
1234); and (8) partial capital gain treatment 
allowed to some subdividers of investment 
property (Section 1237). 

Some of these tax changes affecting real 
property appear to have clear-cut applica- 
tion to particular situations and require 
little explanation, but the provisions dealing 
with stepped-up depreciation allowances for 
new property and the subdivision of invest- 
ment property, particularly, are subject to 
complex limitations and qualifications. Sev- 


seller (Section 


1 Magruder v. Supplee, 42-2 usTc { 9498, 316 
U. S. 394 


Real Property 


eral years of litigation may be necessary 
to develop this segment of tax law. 


Special Assessments 
(Section 164(b)(5)(B)) 


Under Section 23(c) of the 1939 Code, 
taxes assessed against local benefits which 
increased the value of property were 
not deductible. 164(b)(5)(B) 
amends this rule by permitting the deduc- 
tion of taxes levied by a 
district if the district 
annually at a 


real 
Section 
special taxing 
levies its assessment 
uniform rate on the same 
assessed value of real property, including 
improvements, as is used for purposes of 
the real property tax generally. The spe- 
cial taxing district must cover the whole 
of at least one county and include at least 
1,000 who are subject to 
levied by the district. 


persons taxes 


Proration of Real Property Taxes 
(Section 164(d)) 


Formerly, the purchaser of real property 
could not deduct local property taxes paid 
by nim if the lien was attached to the prop- 
erty before the purchase date or if the seller 
was personally liable for the tax.’ This 
is changed by Section 164(d), an entirely 
new provision which apportions the deduc- 
tion for current real property taxes between 
purchaser and seller. For income tax pur- 
poses, the purchaser is treated as the person 
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upon whom the tax is imposed for that part 
of the real property tax year which begins 
on the date of sale The seller is con- 
sidered as the person upon whom the tax 
is imposed for the portion of the real 
property tax year preceding date of sale. 

Where the taxpayer uses the cash basis 
of accounting and, therefore, cannot deduct 
any amount for taxes unless paid, and if 
the other party to the sale is personally 
liable for the tax, the taxpayer is neverthe- 
less regarded as having paid at the date of 
sale the portion of the tax treated under 
this subsection as imposed upon him. ‘The 
rule also applies if neither purchaser nor 
seller is personally liable for the tax, but 
the other party holds the property at the 
time that the lien attaches to the property. 
Accordingly, either party to the sale, if on 
a cash basis, is considered as having paid 
his pro-rata share of real property taxes 
at the time of sale. The same result occurs 


in the case of an accrual-basis taxpayer. 


Section 46l(c), which is new, gives an 
accrual-basis taxpayer the election to treat 
real property taxes as accruing ratably over 
the real property tax year. The election 
may be made without prior consent only for 
the first taxable year beginning after De- 
cember 31, 1953, and ending after the date 
of enactment of the 1954 Code in which the 
taxpayer incurs real property taxes. Section 
164(d)(2)(D) provides that in the instance 
of an accrual-basis taxpayer’s not electing 
under Section 461(c) to have his real prop 
erty taxes accrue ratably over the real 
property tax year, the proportionate part 
of the tax is considered to have accrued 
on the date of sale Subsection (d) applies 
to taxable years ending after December 31, 
1953, but only in the case of actual sales 
after that date 


Depreciation (Section 167) 


Section 23(1) of the 1939 Code allowed 
as a deduction a “reasonable allowance” 
for depreciation of income and_ business 
property To this extent Section 167 of 
the 1954 Code corre sponds to Section 23(1) 
In addition, Section 167(b) lists deprecia 
tion methods which are deemed by statute 
to provide a “reasonable allowance” for 
depreciation for taxable years ending after 
December 31, 1953 These methods in- 
clude: (1) the straight-line method, (2) the 
declining-balance method, (3) the sum of 
years-digits method and (4) any other con- 
sistent method which will not, during the 
first two thirds of the useful life of the 
property, yield a greater depreciation re 


serve than would have accumulated had 
the declining-balance method been used 
The allowance is to be computed in accord- 
ance with prescribed regulations. 

Subsection (c) states that methods (2)- 
(4) apply only to tangible business or in- 
come property having a useful life of three 
years or more “(1) the construction, recon 
struction, or erection of which is completed 
after December 31, 1953, and then only to 
the portion of the basis which is properly 
attributable to such construction, recon- 
struction or erection after December 31, 
1953, or (2) acquired after such date, if 
the original use of such property com- 
mences with the taxpayer and commences 
after such date.” 

Subsection (c) is unambiguous in these 
situations: (1) Where construction was be- 
gun by the taxpayer before January 1, 1954, 
the accelerated depreciation methods are 
deemed reasonable by statute only for the 
portion of the basis constructed after that 
date. (2) If the taxpayer acquired the 
property after December 31, 1953, and is 
the original user, it is immaterial when the 
property was constructed so long as the 
taxpayer commenced to use it after that 
date. 

But subsection (c)(1) may be ambiguous 
in respect to taxpayers who acquire used 
property completed by the former ownet 
after December 31, 1953. Subsection (c)(1) 
does not state that “the construction, re- 
construction, or erection” must be made by 
the taxpayer. Assume that A_ builds an 
apartment building in 1954, leases its apart 
ments, and subsequently sells the building 
to B. Is B entitled to the presumption 
of reasonableness in using a_ stepped-up 
depreciation method? Subsections (c)(1) 
and (2) are stated in the alternative. The 
language of (c)(1), unlike (c)(2), does not 
exclude used property. If the legislative 
intent was to exclude owners of used prop- 
erty from coverage by (c)(1), the exclu- 
sion should have been specifically stated 

Subsection (c)(1) may be interpreted as 
giving an advantage to the purchaser of 
new property which a purchaser of used 
property is not eligible to receive. To il- 
lustrate: Assume an apartment building is 
constructed by A, partially in 1953 with 
completion in 1954. If A does not lease 
the apartments, but sells the new property 
in 1954 to B, B may use a stepped-up de- 
preciation method for the entire basis under 
subsection (c)(2). But if A had used the 
property by renting apartments and sub- 
sequently had sold the building to B, it 
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se 


appears that he should be able to use a 
stepped-up depreciation method in respect 
to the portion of the basis completed in 
1954. However, the House report differs 
from this construction of the statute and 
excludes any taxpayer who is not an orig 
inal user of the property. (House Report 

7, report of the Committee on Ways and 

eans, to accompany H. R. 8300, page 23.) 

he statutory language referred to above 
was contained in the original House bill.’ 
The Senate bill had substituted 
which read: 


language 
= (1) the original use of which com- 
after December 31, 1953, and 
commences with the taxpayer, and (2) the 
acquisition, construction, reconstruction, or 
erection of which is 


mences 


made or completed 


after such date.” (Italics supplied.) 


The 


express language of the Senate ver- 

specifically excluded used property, 
and differed also from the House bill by 
including the entire basis of property com- 
pleted after December 31, 1953, 
regard to the constructed 
that date. The Conference Committee * re 
jected the Senate and 
the House version 


without 
portion before 


change, reinstated 

Declining-balance method.—Section 167 
(b)(2) limits the used under the de- 
clining-balance method to twice the straight- 
line rate, but define the 


reports . 


rate 
does not method 


and Senate refer to 
the declining-balance 


the application of a 


The House 
method as involving 
rate to the 
property.  In- 
always reduced 
depreciation, the rate is applied 
constantly 


uniform 
unrecovered basis of the 
asmuch as the basis is 
by prior 
to a Salvage 
value is not deducted from the basis prior 
to applying the rate, according to the House 
and Senate reports, since under this method 
there remains an undepreciated balance at 
the expiration of useful life which 
The rate to be used 
may not exceed twice what the appropriate 
Straight-line rate would be if the 
line method were used. 
panying 


declining basis. 


repre- 


sents salvage value. 


straight- 
the accom 
that at the 
end of an estimated useful life of 40 years, 


approximately 13 per cent of the 
is still undepreciated under the 


From 


chart it can be seen 


basis 
declining- 


2 Secs. 167(c)(1) and (2), H. R. 8300, as re- 
ported by the Committee on Ways and Means, 
House of Representatives, March 9, 1954 

‘Secs. 167(c)(1) and (2), H. R. 8300, as 
reported by the Senate Finance Committee, 
June 18, 1954 

‘Secs. 167(c)(1) and (2), H. R. 8300, as 
reported by the Conference Committee, July 26, 
1954 


Real Property 


balance method, even 


when the maximum 


rate is used. 

An area in which the regulations to be 
issued by the Commissioner must determine 
a rule is the question of the rate to be 
applied. Neither Section 167 nor the House 
and Senate reports describe the manner in 
which the rate is to be selected under the 
declining-balance method. ‘The rate is lim- 
ited to twice the straight-line rate, but may 
the taxpayer any rate he desires, 
providing it does not exceed this limit? li 
he may, conceivably a taxpayer who desires 
to save his depreciation allowance for later 
years in which he anticipates higher income 
could adopt a rate even than the 
straight-line rate and apply this to the de- 
clining balance. At such time as he might 
desire a larger depreciation allowance he 
could switch to the method 
for the undepreciated balance, as is per- 
mitted by subsection (e€) without prior con 
sent (only 


select 


less 


straight-line 


where the declining-balance 
method is originally used). 
ing adjustments to 
1016 (Sections 113(b)(1) and 
Code) the depreciation to be 
consideration is the 
“not 
this 


Yet in comput- 
under Section 
(2), 1939 
taken into 
allowed, but 
allowable under 
income tax 


basis 


amount 
less than the 
subtitle or 


amount 
prior laws.” 
Pe »ssibly 


tive 


(but not probably) the legisla 
that the taxpayer follow 
the “textbook” formula® in computing the 
declining-balance rate, limiting the computed 
rate to twice the The 


intention 1s 


straight-line rate. 


textbook formula is 


In this equation r represents the rate, n the 


number of 
life, s the and c the 
The subject to 
practical objections. — First, it requires the 
use of logarithm tables. Second, 
that a salvage value be 

none. No 
should be 


years in the estimated useful 


salvage value, cost 


basis formula is 


serious 


it is neces 
sary assumed if 


there is sound depreciation 


method keyed to so 


minor a 
Mathematically, 
salvage value create 
wide differences in the computed rate undet 
the textbook formula. 
to note whether the 


factor as value, 


differences in 


salvage 
slight 


It will be interesting 


Commissioner con 
5H. Rept. 1337, report of the Committee on 
Ways and Means to accompany H. R. 8300, p 
A48; S. Rept. 1622, report of the Committee on 
Finance, p. 201. 
“W. A. Paton, Accountants’ Handbook (1949), 
p. 764. 





Comparison of Depreciation Under Declining Balance Method at 5% With the Sum of 
Years-Digits Method and the Straight-Line Method at 214% 


Data: Basis of depreciable property $1,000. Estimated normal useful life 
40 years. Zero salvage value. 


Depreciated Basis of Property Annual Depreciation Charge 





5% Sum of 2YA% 5% Sum of 2% 
Declining Years- Straight Declining Years- Straight 


Balance Digits Line Balance Digits Line 


$1,000.00 $1,000.00 $1,000.00 


950.00 951.22 975.00 $50.00 $48.78 $2500 
902.50 903.66 950.00 47.50 47.56 2500 
857.38 857.32 925.00 45.12 46.34 2500 
814.51 812.20 900.00 42.87 45.12 2500 
773.78 768.30 875.00 40.73 43.90 2500 


735.09 725.62 850.00 38.69 42.68 2500 
698.34 684.16 825.00 36.75 41.46 2500 
663.42 643.92 800.00 34.92 40.24 2500 
630.25 604.90 775.00 33.17 39.02 
598.74 567.10 750.00 31.51 37.80 


568.80 530.51 725.00 29.94 36.59 
540.36 495.14 700.00 28.44 35.37 
513.34 460.99 675.00 27.02 34.15 
487.67 428.06 650.00 25.67 32.93 
463.29 396.35 625.00 24.38 31.71 2500 


440.13 365.86 600.00 23.16 30.49 2500 
418.12 336.59 575. 22.01 29.27 2500 
397.21 308.54 550. 20.91 28.05 2500 
377.35 281.71 19.86 26.83 2500 
358.49 256.10 500.00 18.86 25.61 2500 


340.56 231.71 475.00 17.93 24.39 2500 
323.53 208.54 450.00 17.03 23.17 2500 
307.36 186.59 425.00 16.17 21.95 2500 
291.99 165.86 400.00 15.37 20.73 2500 
277.39 146.35 375.00 14.60 19.51 2500 


263.52 128.06 350.00 13.87 18.29 2500 
250.34 110.99 325.00 13.18 17.07 2500 
237.83 95.14 300.00 12.51 15.85 2500 
225.94 80.51 275.00 11.89 14.63 2500 
214.64 67.10 250.00 11.30 13.41 2500 


203.91 54.90 225.00 10.73 12.20 2500 
193.71 43.92 200.00 10.20 10.98 2500 
184.03 34.16 175.00 9.68 9.76 2500 
174.82 25.62 150.00 9.21 8.54 2500 
166.08 18.30 125.00 8.74 7.32 2500 


157.78 12.20 100.00 
149.89 7.32 75.00 
142.40 3.66 50.00 
135.28 1.22 25.00 
128.51 0 0 


6.10 2500 
4.88 2500 
3.66 2500 
2.44 2500 
1.22 2500 


AMN™M Se 
SI & Dw 
NSIEDN © SO 
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Cumulative Depreciation Charge 





5% 


Declining 
Balance 


$50.00 

97.50 
142.62 
185.49 
226.22 


264.91 
301.66 
336.58 
369.75 
401.26 


431.20 
459.64 
486.66 
512.33 
536.71 


559.87 
581.88 
602.79 
622.65 


641.51 


659.44 
676.47 
692.64 
708.01 
722.61 


736.48 
749.66 
762.17 
774.06 
785.36 


796.09 
R06,.29 
815.97 
825.18 
833.92 
842.22 
850.11 
857.60 
864.72 
871.49 


Real Property 


Sum of 
Y ears- 
Digits 


$48.78 

96.34 
142.68 
187.80 
231.70 


274.38 
315.84 
356.08 
395.10 
432.90 


469.49 
504.86 
539.01 
571.94 
603.65 


634.14 
663.41 
691.46 
718.29 
743.90 


768.29 
791.46 
813.41 
834.14 
853.65 


871.94 
889.01 
904.86 
91 Q 49 
932.90 


945.10 
956.08 
965.84 
974.38 
981.70 


987.80 
992.68 
996.34 
998.78 
1,000.00 


/ Of 
214% 


Straight 
Line 


$25.00 
50.00 
75.00 
100.00 
125.00 


150.00 
175.00 
200.00 
225.00 
250.00 


275.00 
300.00 
325.00 
350.00 
375.00 


400.00 
425.00 
450.00 
475.00 
500.00 


525.00 
550.00 
575.00 
600,00 
625.00 


650.00 
675.00 
700.00 
725.00 
750.00 


775.00 
800.00 
825.00 
850.00 
875.00 


900.00 
925.00 
950.00 
975.00 
1,000.00 


siders it necessary to impose a floor upon 
the selection of the rate in addition to the 
statutory ceiling, and whether a rate for- 
mula is prescribed. 


Sum of years-digits method.—The sum of 
years-digits method was added by the Sen- 
ate, and is explained in the Senate report‘ 
as involving an annual allowance computed 
by application of a changing fraction to 
the taxpayer’s cost of the property reduced 
by the estimated salvage value. The de- 
nominator of the fraction is the sum of 
the numbers representing each year in the 
estimated life of the property and the 
numerator is the number of years, including 
that for which the allowance is being com- 
puted, remaining in the estimated useful 
life of the property. In the accompanying 
chart, the numbers | through 40 were added 
together because the estimated useful life 
of the property in the example is 40 years. 
The total, or 820, is the denominator which 
remains constant. The fraction is 40/820 
for the first year’s depreciation, 39/820 for 
the second year, and so forth until the 
fraction is 1/820 for the fortieth year’s 
depreciation. 


Other methods.—Subsection (b)(4) ap- 
proves the use of any other consistent 
method which will not, during the first 
two thirds of the useful life of the property, 
yield a greater depreciation reserve than 
would have accumulated had the declining- 
balance method been used. As applied to 
building depreciation, Section 167 provides 
a wide latitude of discretion to qualified 
property owners in selecting the deprecia- 
tion method that best fits individual ob 
jectives. Most owners of newly constructed 
income property probabiy want to recoup 
their actual cash investment as_ rapidly 
as possible and, therefore, will adopt an 
accelerated depreciation method. As_ is 
demonstrated in the chart, the sum of years- 
digits method not only depreciates the 
property fully upon expiration of the useful 
life, but provides a higher annual deprecia 
tion allowance than the declining-balance 
method for the second through the thirty- 
third year of ownership, based upon « 40 
year estimated useful life. Any other method 
may be used which will not, during the 
first two thirds of the useful life of the 
property, yield a greater depreciation re 
serve than would have accumulated had 
the declining-balance method been used. 
Therefore, if maximum depreciation allow- 
ances are desired, the sum of years-digits 


7S. Rept. 1622, p. 201 
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method affords 
deductions than 
the taxpayer is 


for 
method 
select. 


opportunity 
any 
free 


greater 
other which 


to 


Comment. 
come 


Generally, the owner of in- 
property who qualifies will find it 
advantageous to adopt either the declining- 
balance method or the sum of years-digits 
method. Realistically, most individuals who 
own newly constructed buildings and adopt 
an accelerated-depreciation method will 
either die or sell their property at a point 
in the life cycle of the property when annual 
depreciation allowances are still high. For 
the property owner who contemplates sale 
within a few the to 


capital gain 


years, chance 


to 


convert 
ordinary 


be 


mcome cannot 


gnored 
The option to use accelerated deprecia 
tion methods should encourage the construc- 
tion of multiple-apartment 
buildings. Speculators, 
added 


apartment 


and industrial 
particularly, 
to 
Such 
clear 


now 


have an incentive invest in 


properties 
ol 
mortgages 


new 
buildings. 
seldom held 
Small equities 
he retofore difficulties. 
In found that 
although rental income was high in relation 
to the 


mortgage 


are 


free and mortgage. 
and 


created 


large have 


income tax 


many cases 


taxpayers have 


actual cash investment, principal 
prepayments left little cash from 
rental income to cover 
Initially 


be aA 


income tax liability. 
high depreciation allowances may 
deciding factor in the of an 
investor to place his funds in new construc 
tion rather 


As applied 
taxpayer 


the 


choice 


than existing buildings. 


the 
who is deciding between selecting 
the 


years-digits 


to building ownership, 
method at 
of 

considerations 
As shown in the chart, the 
years-digits method yields a higher 
annual allowance from the second through 
the thirty-third inclusive. However, 
during years when large depreciation deduc 
tions do not provide any tax benefit to the 


balanc e 
the 
K1Ve 


declining max! 
rate and 
method should 
thought 


ot 


Truir Sum 
these 
SOM 


Sui 


year 


taxpayer, there is no provision for switching 
to the straight-line method as there is with 
the declining-balance method 
a written 


Except where 


agreement was entered into by 
the taxpayer and the Commissioner dealing 
with the useful life and rate of depreciation 
of the property, a taxpayer the 
clining-balance method is free to elect, at 
to the 


the example in 


using de- 


any time, a change straight-line 
method, In the chart, a 
change from the declining-balance method 

* North American Oil Consolidated v. 
3 uste § 943, 286 U. S. 417 (1932) 
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Burnet, 


September, 


to the straight-line method would lower 
the annual depreciation deduction if madé 
in the first 20 years of life of the property 
but would the deduction in the 
years after the twenty-first year. To avoid 
leaving an undepreciated balance at the 
expiration of useful life, the declining-bal- 
ance method may to the 
straight-line method as late as the last 
of useful life, which in effect would 
amount to a write-off of the entire undepre- 
ciated balance in the last 


increase 


be converted 


year 


year. 

The fact that certain accelerated depre- 
ciation methods listed in the statute 
as providing a reasonable depreciation al- 
lowance for construction after 
no presumption that these 
improper when applied con- 
structed before 1954. But, for example, if a 
taxpayer desires to apply the sum of years- 
digits method to a property constructed in 
1953, the burden will be upon him 
was before under Section 23(1)) to estab 
lish that the depreciation allowance is rea- 
the statute states that the 
years-digits method provides a 
reasonable allowance in depreciating a new 
building constructed in 1954, the 
sioner and the Tax Court may 
reluctant to hold that this method 
provides an unreasonable allowance in de- 
preciating a comparable building constructed 
in 1953 


are 


1953 creates 
methods 
to buildings 


are 


(as it 


sonable Since 


sum of 


Commis- 
be more 
Same 


Prepaid Income (Section 452) 


The general rule has been that regardless 
his method of amount 
the advance pay- 
ment tor goods, services or rent constitutes 
income when 
stricted 


of accounting, any 


received by taxpayer as 
received unless he is_ re 
use of the money.” Under 
Section 452, and subject to stated qualifica 
tions, 


in his 


an accrual-basis taxpayer now 
to prepaid income until 
in accordance with the taxpayer’s 
of accounting. The 

for the first taxable 
ning after December 31, 1953, and ending 
after enactment of the law, in which pre- 
paid income was received. After the first 
year prior approval is necessary. The tax- 
payer may make a separate election to defer 
prepaid income in respect to each trade or 
business in which he is engaged. The elec 
tion must be made in accordance with 
regulations to be prescribed. To the extent 
permitted by the regulations, a 


may 
elect postpone 
earned 
method 
be 


election may 


made vear begin- 


taxpayer 


who has elected to defer prepaid income 
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may nevertheless include such income which 
will be earned withiii 12 months after receipt 
Where the 


income which 


election is made, 
will be earned within five 
after the taxable year of 
receipt may be allocated over the period if 
it is earned in with the tax- 
payer’s method of accounting. For example, 
if the fifth year’s rent under a lease is paid 
in advance, a 
tion 


prepaid 


taxable years 


accordance 


lessor who made the elec- 
allocate the rent to his taxable 
period which corresponds to the fifth year 
of the lease, providing it is proper under 
his accounting method. 


will 


Prepaid income which will not be earned 
within five years after the taxable year of 
receipt is required to be taken into account 
ratably over the period of the taxable year 
ot receipt and the five 
For example, the taxpayer receives the 
last year’s rent under a ten-year lease dur- 
ing the first year. If the annual rental is 
$6,000, the tenth year’s rent must be allo- 
cated $1,000 to each of the first six years 
of the lease, so that a total of $7,000 would 
be taken into account for each of the first 
The reported rental income for 
the seventh, eighth and ninth years would 
be $6,000 for each year, with no reportable 
rental income in the tenth year.* With the 
consent of the prepaid in- 
come may be allocated in any other manner, 
in such proportions and for such taxable 
years as may be agreed. If, for any reason, 


succeeding 


years. 


SIX years. 


Commissioner, 


the liability for which the income was pre- 
paid shall 


or ceases to 


cease, or if the 
exist, the 


taxpayer dies 
must be 


taxable 


balance 
income for the 
year in which the event occurs. 


included in 


gross 


Lessors frequently require an advance 


rental as a security deposit to assure the 
tenant’s faithful performance of the various 
covenants of Usually it is to be 
rent for the last 


If the deposit is for 


the lease. 
applied in payment of 
period of the 


the purpose ot 


lease. 


assuring the tenant’s per- 


formance under the lease, it has been held 


to be income only at such time as the 


lessor is entitled to apply it upon the rental.” 


\n accrual-basis taxpayer may now achieve 


substantially 
Section 452 


the same result as well under 


Also, from the standpoint of 
the tenant, prepaid rent for a later period 
is usually preferable to a security deposit. 

* House report cited at 
A159; Senate report cited at footnote 5, at p. 302 

” Clinton Hotel Realty Corporation wv 
missioner, 42-2 ust 128 F. 
(CCA-5, 1942) Estate of George E, 
CCH Dec. 4371, 13 BTA 562 


Com- 
(2d) 968 
Barker, 


Real Property 


footnote 5, at p. 


Prepaid rent may be spread as a deduction 
ratably over the term of lease by the tenant. 
A security may not be deducted 
by the tenant until the lessor is permitted 
to apply it toward rent. 


deposit 


Instaliment Method (Section 453) 


Section 44 of the 1939 Code, which dealt 
with installment sales of real property and 
the casual sale of personal 
initial 
sale 


property, re- 
payment in the taxable 
before the installment 
used in reporting the 
such payment could not 
30 per cent of the selling price. 
House version of 


quired an 
vear of 
could be 


Further, 


basis 
income. 
exceed 
Under the 
Section 453," which was 
derived from Section 44 of the 1939 Code, 
no payment was necessary in the taxable 
year of sale; and payments in the first tax- 
able year in which payments were received 
could not exceed 30 per cent of the selling 
price. 

The Senate version,” which was enacted, 
provides that the installment basis may be 
used provided payments, if any, do not ex 
ceed 30 per cent of 
taxable year of sale 
the taxable 


the selling price in the 
If there is no payment in 
sale, the amount of sub 
peyments is immaterial. The liberali 
zation applies to sales during the taxable 
December 31, 1953 


year of 
sequent 


year beginning after 


Sale of Personal Residence (Section 1034) 


Section 112(n) of the 1939 Code provided 
for nonrecognition of under 
sold his old 
residence and purchased a new one within 
one year before or after the sale. Gain was 
recognized to the extent that the 
price” (without deductions for selling ex- 
penses) exceeded the cost of the new residence 
1034 of the 1954 Code is derived 
Section 112(n), 


gain, certain 


conditions, where a taxpayer 


“selling 


Section 


from with four significant 


modifications: 


(1) “Adjusted sales price” is substituted 
for “selling price” in to sales after 
December 31, 1953. “Adjusted sales price” 


is defined as the “amount 


respect 


realized” on the 
sale, reduced by expenses incurred in fix 
ing up the old residence in order to assist 
in its sale, for example, painting and deco 
rating. The “amount realized” is stated in 
Section 1001 to be “the sum of any money 
received plus the fait 
property (other 


value of the 
money ) 


market 
than received,” 


4 Sec. 453, H. R. 8300, as reported by the 


Committee on Ways and 
tepresentatives, March 9, 1954 

% Sec. 453, as reported by the Senate Finance 
Committee, June 18, 1954 


Means, House of 
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Apparently, in determining the “amount 
realized,” selling expenses such as broker’s 
commission and attorney’s fees are consid- 
ered as diminishing the 
ceived 


sum of money re- 
The work in fixing up the old residence 
must be done within 90 days ending on the 
date of the agreement to sell and be paid 
for within 30 days after the sale in order to 
be deductible. 
expenses 


Sefore incurring substantial 
for work of this character, the 
taxpayer should have some assurance of his 
ability to sell the property in the 90-day 
period, if he desires tax benefit. 

(2) “Property used by the taxpayer as 
his principal residence” now includes stock 
housing corporation if the 
stockholder is thereby en 
titled to occupy an apartment or 


im a cooperative 
taxpayer as a 
house 
(3) The former law provided for suspen- 
sion of the one-year replacement period where 
the taxpayer or his 
tended forces 
The was limited to 
four years from the date of sale. This pro- 
vision, which was supposed to terminate on 
January 1, 1954, is now extended indefinitely 
However, the limitation of the suspension 
period to four years from date of sale was 


not changed 


served on ex 
the armed 
Suspension 


spouse 


active duty with 


per iod of 


(4) Under Section 112(n), in the case of 
involuntary conversion (such as fire or con 


demnation), the allowed a 


Under Sec 
tion 1034, involuntary conversion is no longer 
treated as 


taxpayer was 
replacement period of one year. 


a sale of the old residence and, 
consequently, is not covered by this section. 
Section 1033 (formerly Section 112(f)) has 
amended to include the involuntary 
conversion of a personal residence occur- 
ring after December 31, 1953. By application 
to the Commissioner, the one-year replace- 
ment period provided in 1033 for 
involuntary may be extended 
where justified under Treasury regulations 


be en 


section 
conversions 


Options to Buy or Sell (Section 1234) 


Under Section 117(¢)(2) of the 1939 Code, 


failure to exercise an option resulted in 


short-term capital gain for the grantor and 
“ Florence H. Ehrman v 


ustc © 9537, 120 F 
668: C. W. 


Commissioner, 41-2 
(2d) 607, cert. den., 314 U.S 
Oliver v. Commissioner, 43-2 ust 
" 9641, 138 F. (2d) 910; C. EB. Mauldin, CCH 
Dec. 18,191, 16 TC 698, aff'd, 52-1 ustc % 9258, 
195 F. (2d) 714. 

%CGruver v. Commissioner, 44-1 vust¢ 
(2d) 363, aff'g CCH Dec. 
McFaddin v. Commissioner, 45-1 ust« 
148 F. (2d) 570, aff'g CCH Dec. 13,356, 
395; Brown v. Commissioner, 44-2 ust 

3, 143 F. (2d) 468. 
jizzie M. Jackson, 5 TCM 271, 
15,104(M) 
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{ 9293, 
13,212, 1 TC 


CCH Dec. 
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short-term capital loss for the holder of the 
option. Gains or losses arising from the 
sale or exchange of options were held to 
give rise to capital gain or loss. It was 
immaterial whether the underlying property 
was or would be a noncapital asset in the 
hands of the taxpayer. Under Section 1234, 
options are regarded as capital assets only 
if the underlying property constitutes (or, 
if acquired, would constitute) a capital asset 
in the hands of the holder. The sale of an 
option involving a noncapital asset, accord- 
ingly, would result in an 


ordinary gain 


or loss 

If a loss results from failure to exercise 
an option it is treated as if it were sold on 
the day it expired. The loss is a long-term 
or short-term capital loss if the option in- 
volved a capital asset. 
exercise an 


Formerly, failure to 
always resulted in a 
the option holder. 


opti ym 


ke SS fe YT 


short-term 


The gain to the grantor will always be 
ordinary income to the grantor if the option 
is not exercised. Under Section 117(¢)(2), 

a short-term capital gain. 


the result was 


Subdivision of Property (Section 1237) 


Generally, when investment real property 
is subdivided and actively sold to buyers it 
becomes stock in trade.” 
even where the 
gaged in 


This rule applies 
taxpayer is regularly en 
business or where sales 
through brokers and 
Active selling on the part of the 
seller or an agent in his behalf precludes 
capital gain treatment;” but where the tax 
payer is a passive “ 


another 
are made exclusive ly 


4 
agents. 


seller and merely accepts 
unsolicited offers, even frequent sales have 
been allowed capital gain.” Whether the 
taxpayer is an active or passive seller is a 
question of fact to be 


determined in each 


case.’ 

Under special circumstances, Section 1237 
permits a seller to realize up to full capital 
gain, regardless of his sales activity. This 
entirely new section provides that a tax- 
payer other than a corporation shall not be 
considered a real estate dealer solely because 


he has subdivided a tract of land for sale 


% Dunlap v. Oldham Lumber Company, 50-1 


ustc § 9134, 178 F. (2d) 781; Frieda E. J. 
Farley, CCH Dec, 15,231, 7 TC 198 (Acq.). 

% Thomas E. Wood, CCH Dec. 18,070, 16 TC 
213: Ethel M. Hauk, 10 TCM 925, CCH Dec. 
18,564(M). 

% Rubino v. Commissioner, 51-1 ustc % 9124, 
186 F. (2d) 304, cert. den., 342 U. S. 814; 
Stephens Company v. Commissioner, 52-2 ust: 
§ 9535, 199 F. (2d) 665; cf. McGah v. Commis- 


Jo 
sioner, 52-1 ustc © 9168, 193 F. (2d) 662 


TAXES — The Tax Magazine 





or because of any activity incident to such 
subdivision or sale. The sale of a lot or a 
parcel from the tract shall not be considered 
the sale of stock in trade if these conditions 
are satisfied 

(1) No lot nor parcel of the tract has 
been held previously by the taxpayer as 
stock in trade, such tract at such 
previous time would have been covered by 
this section; no other real property is held 
by the taxpayer for 


unless 


customers in 
the ordinary course of business during the 
taxable year of sale 
(2) No “substantial 
“substantially” enhances the value of the 
lot or parcel sold has been made by the 
taxpayer anywhere on the tract, nor may 
such improvements be made pursuant to a 


sale to 


improvement” that 


contract of sale between the taxpayer and 
the buyer. 


(3) The lot or parcel, except where acquired 
by inheritance, must have held for 
hive years 


been 


Computing gain.—For all sales during or 
after the taxable year in which the sixth lot 
or parcel from the tract is sold, the gain is 
ordinary income to the extent of 5 per cent 
of the selling price. The remainder, if any, 
However, if through the end 
of the taxable year a total of no more than 
five lots have been sold from the subdivision, 
the full gain is capital gain. 
the number of 


is Capital gain. 


In determining 
sales, lots or parcels sold 
prior to a period of five years during which 
there have been no sales from the tract are 
disregarded. Expenses of such as 
broker’s and attorney’s fees 
are first chargeable against the portion of 
gain allocated to ordinary income, and the 


sale, 
commissions 


remainder is used in determining the amount 
realized from the sale of a capital asset. The 
section is effective beginning January 1, 1954 


Activity in subdividing.—Besides fulfilling 
the holding-period requirement, the investor 


who desires to land by 


dispose of sub- 


dividing and actively marketing it by lots 
will be concerned with these problems: (1) 
the extent to which he may engage in sales 
activity 
and 


without being considered a dealer, 
consequently precluded 
benefits of this section; and 
to which the 


from the tax 
(2) the extent 
be improved 
before lots will be considered substantially 
enhanced in value ‘ 


property may 


The Senate made no change in the House 


version oft 


this section in connection with 


“activity 


sale.” House 


A284: 


subdivision or 


1337 


incident to such 
Report No 


states at 
page 


Real Property 


Persons in a trade or business 
making payments to another of rents, 
salaries, wages, premiums, annuities, 
compensation, etc., of $600 or 
more in a taxable year are still 
required to file information returns. 


“Subsection (a) specifies that the sale of 
a lot or parcel from a tract of real property 
by an individual shall not be regarded as 
the sale of the taxpayer’s stock in trade 
simply because of the sale of this subdivi- 
sion or of sales activity connected with it 
Sales activity connected with it will include 
advertising, expenses of agents, and the like 
Any sales outlays of a permanent nature 
such as real estate office which 
would be usable for selling other real prop- 
erty could be evidence that the 
property is being held primarily for sale to 
customers. If the taxpayer was engaged in 
several subdividing activities in one taxable 
year, he may despite this section be held to 
be a dealer in real estate on the basis of his 
activity as a whole.” 


cost of a 


taken as 


According to the 
activity 


sales 
adver- 
agents constitutes 
activity incidental to the sale of the par- 
ticular subdivision. Apparently, a temporary 
office located upon the site of a subdivision 
and normally usable only as a base of oper- 
ations in disposing of the particular sub- 
division also involves incidental sales activity 
On the other hand, an office devoted exclu- 
sively to the sale of real estate, located in 
a business district away from the property, 
would be considered to exceed the realm of 
incidental sales activity. It could be taken 
as evidence of the taxpayer’s intention to 
in the real estate 
since it could be 
other real estate. 


House report, 
expenditures for 
expenses of 


involving 


tising and 


business as a 


dealer, used for selling 


Further, according to the House report 
quoted above, a taxpayer’s being engaged in 
several subdividing 


could be 


one time 
evidence of his in- 
tention to engage in the real estate business, 
even though the sale of each subdivision 
when considered independently might fulfill 
the requirements of this section 


activities at 
construed as 


If engaging 
in several subdivision activities at one time 
could identity the taxpayer as a dealer “on 
the basis of his activity as a whole,” the 
same reasoning might be applied as well 


where he devotes a 


substantial part of his 


(Continued on page 764) 
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Many Benefits Have Been 
Made Available Only if 
Taxpayers Elect to Accept Them 


a i er 


Elections and Options 
Available to Taxpayers in the 


BODY of the 
House of 
Representatives, through its Ways and Means 
Committee, 
port on H 
of the brought 
about in our tax laws by the enactment of 
the Internal Revenue Code of 1954 is to 
remove inequities, to end harassment of the 
taxpayer 


Bere TAX-WRITING 
Kighty-third 


Congress, the 


has stated in the committee re- 
R. 8300 that the general purpose 
changes 


vast number of 


and to reduce tax barriers to eco- 


nomic expansion. In an attempt to accom- 
plish this avowed purpose, amendments were 
made to virtually all of the 
pre-1954 tax law 


purpose 


areas of the 
and, by such 


intent, 


reason ot! 
and provisions have 
been added which are beneficial and helpful 


to taxpayers 


many 


Che Congress has seen fit to 
make many of the benefits available to tax- 
they elect to 


benefits, and—as a result 


payers only if 


accept the 
new elec 
added to the 
enactment of H. R. 8300 


, tovether with those retained from the 


—many 
tions and options have been 
tax law by the 
| hese 
pre-1954 law, are to be recognized and care- 
fully studied by 
tioners tf 


taxpayers and tax 
they are to benefit fully from 
the changes and yet avoid pitfalls created 
by such elections, 


practi 


In many instances the change to the more 
beneficial and more equitable tax treatment 
may be made at the taxpayer’s option or 
election in the 
1954 Code, 


ment thereafter requires the consent of the 


under the 
whereas a change to such treat- 


first tax return 


Secretary or his delegate. However, in most 


cases, such elections, once they are 


made, 


may not be revoked without specific ap 


proval oft the 
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Also, in order to be effective, the elections 
must be made within the time and in the 
manner prescribed by law or regulations 
Thus, in order to take advantage of the 
benefits which Congress sought to bestow 
upon them, taxpayers and their tax advisers 
of necessity will be required to (1) have 
knowledge of all elections or options which 
are available, (2) weigh the benefits and 
hardships likely to result from the exercise 
thereof and (3) know how and when such elec- 
tions, if desirable, are to be made effectively 
elections the 1954 
Code relates that the election is to be made 


In a vast number of 
“in accordance with regulations prescribed 
by the Secretary or his delegate.” At the 
time of this writing, the appropriate regu- 
lations under the 1954 Code have not been 
released; therefore, no attempt will be made 
herein to describe or suggest the time and 
manner of making elections in instances in 
which that matter has been left to the 
Secretary's regulations. 

7807 of the 1954 Code is of ex 
treme importance in the matter of elections 
Subsection (a) provides in effect that if any 
provision in the 1954 Code depends upon 
regulations for its application and if such 


Section 


provision grants authority for the issuance 
of regulations, then to the extent that the 
regulations in effect under the 1939 Code 
are applicable and could be prescribed undet 
the 1954 Code they shall constitute regula 
tions under the 1954 Code until later regula 
promulgated. Section 7807(a) 
makes the same provision as to rules and 


tions are 


instructions for the application of the tax 


law Therefore, as to those elections avail 
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1954 Code 


By W. J. SCHWANBECK 


Touche, Niven, Bailey & Smart, 
Chicago, Illinois 


able in the 1954 Code which are substanti- 
ally similar to those in the 1939 Code, the 
present rules, 
under the 
plied 


instructions and regulations 
1939 Code will have to be com- 
with in making such 
and unless contrary 


until 
regulations are issued. 
Subsection (b)(2) requires that any election 
made under the 1939 Code which would 
have been applicable to years covered by the 
1954 Code if the latter had not been enacted 
shall be in effect for years after the enact- 
ment of the 1954 Code if the latter makes 
a corresponding election available. Thus, for 
example, the election previously made by a 
taxpayer under the 1939 Code to deduct 
intangible drilling and development costs in 
the case of oil wells in the year 
incurred is binding upon the tax- 
payer and remains in effect after the enact- 
ment of the 1954 Code. taxpayers 
who become eligible to make such election 
after the enactment of the 1954 Code must 
make such election in the time and manner 
provided in the 1939 
Code until regulations 
are amended. 


elections 


and gas 
paid or 


Those 


regulations under the 


and unless” such 


Insofar as the Secretary or his delegate 


has been given the authority and direction 
to write regulations prescribing the time and 


manner of making 


such regula 
tions, when issued, have the force and effect 
of law. It is that a 
having con- 
made, take 
such election 


elections, 


extremely 
taxpayer or his tax 
cluded that 
extreme care so as to make 
within the 


important 
adviser, 
an election is to be 


and in the 
scribed by the law 
tions If, 


time manner pre- 
and applicable regula 


for example, it is prescribed that 


Elections and Options 


the election to adopt a specific treatment 
for a class of income or deduction is to be 
made in the return for the year in 
such 


which 
income or deduction first is present, 
the election will be ineffective if made in 
the return for any 
other 


other 
Also, an 


year or by any 
election which is 
to be made on or before the due date of 
a return will not been made effec- 
tively if made in a return which has been 
filed late. 


means. 


have 


It is entirely outside the scope of this 
article, and too early in the life of the 1954 
Code, to present an extensive discussion of 
the benefits and hardships which could re- 
sult from the various elections. This area 
will have to be left to the judgment and 
clairvoyance of the person directly respon- 
sible for the tax 
rate taxpayer. 


affairs of each sepa- 

The principal purpose of this article is to 
acquaint the reader with the existence of 
the various elections available to taxpayers, 
and to emphasize and describe in some de- 
tail those which are presumed to have wide- 
spread interest or which have some feature 
worthy of comment. 


Depreciation Methods 


Section 167 permits taxpayers to compute 
the depreciation allowance in respect to cer- 
tain new under any one of three 
specific methods described as (1) the straight 
line method, (2) the declining-balance method 
and (3) the sum of the years-digits method, 
or under any method which falls within the 
catch-all phrase “any other consistent method,” 
Thus, the taxpayer has an option or choice 


assets 


as to the method to be employed insofar 


as certain assets aré¢ and the 
method to be used must be adopted in the 


first year in which such assets are subject 


concerned, 


to depreciation, The Code contains no pro 
vision relating to the time and method of 
the election; however, in the House Ways 
and Means Committee report it is 
that formal election to 
compute the depreciation allowance under 
the methods described, and a taxpayer—in 
order to use one of 


stated 


there need be no 


methods— 
compute the depreciation thereunder 
for the first ending after De 
cember 31, 1953, in which the eligible prop 
erty 1s acquired. 


these need 
only 


taxable year 


It is apparent that, unless there is clarifi 
cation by regulations, a taxpayer who has 
filed a return for a fiscal year ended after 
December 31, 1953, in which eligible assets 
were acquired will be required to make a 
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recomputation of the depreciation for such 
year in order to elect a permissive method 
other In this 
formal 
well to 
of making a state- 
forth the election 
so that its application and scope cannot be 
denied, disputed or 


than that used in the return. 
other 
election 1s 


and which no 


would be 


instances in 
required, it 
consider the advisability 


ment which sets 


clearly 


misinterpreted 

After a depreciation method is adopted, 
a change to another method cannot be made, 
with one exception, without the consent of 
the Secretary or his delegate, since a chang: 
in accounting method is 
governed by the 


and is 
446(e). 
The exception relates to a change from the 
declining-balance method to the 
line method which, by specific provision in 
the Code and subject to regulations, may 
be made at any time without 


involved 
rules of Section 


straight- 


such consent 
unless an agreement to the contrary under 
Section 167(d) iS in effect 


Prepaid Income 


Section 452 contains one major election 


and several options thereunder in the mat- 
ter of the time for reporting income received 
in connection with and directly attributable 
to a liability which extends bevond the close 
oft the 
is received 

which, if it 

income to be 


taxable year in which such amount 
The that 
is made, requires all prepaid 
reported under the rules in 
Section 452 rather than under the general 


rule. In essence, Section 452 permits a tax 


major election 1s 


payer, other than one on the cash basis of 


accounting, to 


report income when earned 


or over a limited period. The election ap- 


plies to all such income of a trade or busi- 
and 
con- 


ness received in the vear of election 
made without 
taxable year 
1953, and 


1954 


prepaid income is received 


may be 
first 
I dec embe I 31, 


thereafter, and 


beginning 
after 
Code in which 
It is to be made 
not later than the due date (including exten 
thereof) of the return for the first 
which this election applies. The 
manner in which such election is to be made 


sent for the 
after ending 


the enactment of the 


sions 


vear to 


is to be prescribed in the regulations of the 
Secretary or his delegate. If the election is 
not made in the first return it may be made 
thereafter only with the 


delegate 


consent of the 
Presumably, a 
one 


Secretary or his 
trade or 
business will have available a separate elec- 
tron tor 


taxpayer having more than 


each. However, in this event, the 
rules as to the time and manner of making 
the election will apply to each trade or busi- 


ness separate ly 
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Section 452 permits those 
have 


taxpayers who 
made an thereunder to use 
which are not set forth in such 
repaid income to the 
Such optional methods re- 


quire the consent and approval of the Secre 


election 
methods 
section for allocating 
respective years 
tary or his delegate and are available if the 
liability relating to such income (a) was, at 
the time 
f the 


ot receipt, to end before the end 


fifth year after receipt but actually 


does not so end, (b) is of indefinite duration, 
(c) is to end after the end of the fifth year 

rr (d) is to 
months from the 


after receipt « end within 12 


date of receipt 


Reserves for Estimated Expenses 


available to accrual-basis 


taxpayers to deduct reasonable additions to 


The election 


reserves for estimated expenses is provided 
in Section 462(c), and may be made with- 
out approval or consent for the first taxable 
vear beginning after December 31, 1953, and 
ending after the enactment of the 1954 Code 
(For calendar-year taxpayers, such year is 
the calendar 1954.) If no estimated 
expenses are applicable to such year, the 
election may be made without consent in 
the first year thereafter to which estimated 
expenses are applicable. Thereafter, the 
election can be made only with the consent 
and approval of the Secretary or his dele- 
gate. It is provided in the Code that the 
election is to be made on or before the due 
date (including thereof) of the 
return for the first year to which such elec 


vear 


extensions 


tion is applicable and that the manner in 
which such election is to be made is to be 
prescribed by regulations. If the election is 
made, it will apply to all such expenses 
which are attributable to a trade or business 
for which the election is made. Presumably, 
a taxpayer having more than one trade or 
business will have available a separate elec- 
tion However, in this event, the 
rules as to the time and manner of making 
the election will apply to 
business separately. 


for each. 


each trade or 


Research and Experimental Expenditures 
first 
such expenses 
currently or capitalizing such expenses. The 
adoption of the method may be 
made without consent or approval for the 


In Section 174 taxpayers are given 


a choice of either deducting 
expense 


first taxable year beginning after December 
31, 1953, and ending after the enactment of 
the 1954 Code, (For calendar-year taxpay 
year is the 1954.) 
adopted 
with the consent and approval of the 


ers such calendar year 


Thereafter, such method can be 


only 
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Secretary or his delegate. Such method, 
once adopted, must be adhered to in all 
subsequent years unless a change is_per- 
mitted by the Secretary or his delegate, and 
applies to all such expenditures paid or in- 
curred in the year of adoption and all sub- 
sequent years while this method is in effect, 
except as noted below. 

Second, taxpayers choosing to capitalize 
these expenditures are permitted an election 
—as to those which are not attributable to 
depreciable or depletable property—to treat 
them as deferred expenses to be amortized 
over 60 months or more. Such election may 
be made for any year beginning after De- 
cember 31, 1953, if it is made on or before 
the due date (including extensions) of the 
return for that year and, once made, it is 
that and all 
years, except as noted below, 
is permitted by the 
his delegate. 


The 
graphs above is described herein. 
the taxpayer has 


binding for year subsequent 
unless a 


change Secretary or 


exception referred to in the para- 
Although 
made an election and 
adopted a method as described above, he 
may segregate certain expenditures and, 
with the approval of the Secretary, adopt 
any method prescribed in Section 174 as to 
these. In the committee reports the expend- 
itures to which this statement applies are 


those “attributable to a 


special project.” 
Therefore, it appears that a taxpayer has 
available, subject to the Secretary’s discre 
tion, a separate election with respect to eacl 
special project 


Accrual of Real Property Taxes 
The available to 
taxpayers to deduct real property taxes rata 


election accrual-basis 
bly over the period to which such taxes are 
related is provided in Section 46l(c) and 
may be made without approval or consent 
for the first taxable year 
December 31, 1953, and ending 
enactment of the 1954 Code. 


year 


beginning after 
after the 
(For calendar- 
vear is the calendar 

If no real estate taxes are in 
such year, the election may be 
made without consent in the first vear there- 


after in which 


taxpayers, such 


1954.) 


curred in 


yeal 


such 
(hereafter, the election can be 


taxes are incurred. 
made only 
with the consent and approval of the Secre- 
tary or his delegate 

It is provided in the Code that the elec- 
tion is to be made on or before the due date 
(including extensions thereof) of the return 
for the first 
applicable; 


year to which such election is 
however, no mention is made of 


If the 


the manner of making such election. 


Elections and Options 


election is made, it will apply to all real 
estate taxes which are related to a definite 
period of time and, presumably, although 
not specifically stated in the Code, will be 
binding for all subsequent years unless per- 
mission to obtained 
Secretary or his delegate. 


change is from the 


Organizational Expenditures 

If a corporation has paid or incurred ex- 
penses during a taxable year beginning after 
December 31, 1953, incident to the creation 
of the corporation, such as state incorpora- 
tion fees, charter expenses, legal fees, etc., 
and seeks to avail itself of the benefits of 
Section 248 so as to amortize and deduct 
such expenses over 60 or more months, it 
must make the election so to do not later 
than the date of the return for such 
year, including extensions of time for filing 
such return. 


due 


The manner of making such election is 
to be prescribed in regulations by the Sec- 
retary or Once the election 
is made, it is applicable for the year of elec- 
tion and all subsequent and to all 
organizational expenses paid or incurred 
after the enactment of the 1954 Code, re- 
gardless of whether they are paid or incurred 


his delegate. 


years 


during the year of election or thereafter 


Unincorporated Business Enterprises 
Taxed as Domestic Corporations 


An unincorporated business enterprise meet- 
ing the qualifications in Section 1361 may 
be taxed as a corporation if the proprietor 
or all the partners owning an interest there 
in at any time during or after the first year 
to which the election applies elect to have 
it so taxed. Once it is made, the election 
is irrevocable unless there is a transfer of 
a substantial proprietary or partnership in 
terest to new owners 
have wide- 
spread use or application, it is included here 
to emphasize the time for making the elec 
tion, which is not later than 60 days after 
the close of the taxable year for which the 
election is to be made. The 
making the election is to be 
by regulations. 


While this election may not 


manner of 
prescribed 


Corporate Liquidations 
and Reorganizations 

Any corporate taxpayer to which Part II 
(“Corporate Liquidation”), Part III (“Cor 
porate Organizations and Reorganizations”’) 
or Part IV (“Insolvency Reorganizations” ) 


of Subchapter C should consider 
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carefully the elections provided in Sections 
392 and 393 


In general, the elections pro- 
vided i 


therein permit the taxpayer in 
certain transactions which were planned or 


tor 


in process on the effective date—June 22, 
1954—to apply either the 1939 Code or the 
1954 Code the tax effect of the 
transaction within which 
made the manner 


they are to be made are to be 


to determine 
The 


are to be 


time these 


elections and 
in which 
prescribed by regulations by the Secretary 
or his delegate 


Basis of Stock Rights 


Any taxpayer 
June 21, 


in the 


after 
stock 
rights 
distribution and which 
a fair market value, at the time 
of distribution, of less than 15 per cent of 
the fair market value of the stock at that 
time, may elect under Section 307(b) to use 
the pre-1954 rule of allocation of basis of the 
old stock over the rights and the old stock 
Such made in the return 
the year in which the rights are received 
and, To be 
the election 
filed within the time prescribed by 
law including for filing 
Here , again, the manner ot making the elec 
tion 18 to be 


who rights 
1954, to 


issumye 


receives 
additional 
corporation, which 


acquire 


qualify as a tax-free 


rights have 


election is to be 
ror 


once made, it is irrevocable 


effective, the return containing 


must be 
extension of time 
regulations to be 
issued by the Secretary or his delegate 


COVE red by 


\ stockholder who wishes to subject all 
such rights received in the future to the 
able to make elec 
to all 
literal reading of the Code requires that the 


not be 
tion which will apply 


election will 


one 
years, since a 
election be made in the year of receipt and, 
second, the 15-per-cent-of-value requirement 
cannot be determined until such rights are 
Presumably, although not specifi 
the Code, 
are required if the taxpayer 
the 
companies during the year 


received 


cally stated in 


elections 
rights 
two or 


separate 
receives 
which quality election 


tor trom 


more 
\ comple te list of all elec tions and options 
available to taxpayers in the 1954 Code, 
in Subtitle D—* Miscellaneous 
Subtitle EK—‘‘Alcohol, 
Certain Other Excise 
To conserve 
the reader's 
important 


except those 


Excise Taxes” and 


Tobacco and Taxes” 
is given and 


attention 


below. Space 


to avoid distracting 


from the more elections, there 
been omitted all procedural alterna 


(such 


have 
tives as taxpayer's option to file an 
application for tentative carry-back adjust 
ment) which almost all 


the sections of 


are contained, in 


cases, mm administrative 


the Code 
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Election or ( )ption 


Election by an individual whos 
adjusted gross income is less than 
$5,000 to calculate his tax by use 


of the optional tax table. 


Election to include loans from the 
Commedity Credit Corporation in 
gross income of the year of receipt 


Option to exclude income resulting 
from the discharge of indebtedness 


individual whose 
adjusted gross income is $5,000 or 


Election by an 


more to use the standard deduction 


Option to file a multiple-support 
agreement to permit a deduction 
for the exemption for a dependent 
in a case where no one person con 
tributed over half of such depend- 
ent’s support. 


Option to use the reserve method 
of deducting losses resulting from 
the 
heu of 


worthlessness of bad debts in 


the write-off method 


Option to use one of several de 


preciation methods. 


Election to amortize, over 60 months, 
certain qualified emergency facil 
ties. (Section 168 also includes the 
elections relating to the beginning 
of the 60-month the 
termination of amortization 


period and 
the 


deduction. ) 


Election to amortize, over 60 months 
certain qualified grain-storage facil 
ities (Section 169 includes 
the elections relating to the begin 


’ 
also 


ning of the 60-month period and 
the the 
tion deduction. ) 


termination of amortiza 


Election by a 
the authorization 
charitable contributions authorized 
at the the 

within one 


corporation to cle 
duct in year of 
close of year and paid 


two and half months 


thereatter 
Election to amortize a bond premiun 


Election to capitilize expenditures 
to establish, maintain or increas 
the circulation of a newspaper, mag 


azine or other periodical 


Election to treat 
perimental expenditures as expenses 


research and ex- 


or to amortize certain of such ex 
penditures over 60 months or more 
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1954 Code 


Section 


175 


441 


Elections 


Election or Option 


Option to deduct currently or to 
capitalize soil- and water-conserva 
tion expenditures 


Option to deduct medical expenses 
of deceased taxpayer paid by his 
estate within one year after death 
either as deductions in his last re- 
turn or as deductions in computing 


the taxable estate of the decedent. 


Election to amortize organizational 
expenditures over 60 months or more. 


Option to deduct intangible drilling 
and development costs in the case 
of oil and gas wells in the year 
paid or incurred, or to capitalize 
such items. 


Election to 


charges 


capitalize taxes and 


carrying on property. 

Election by taxpayer who receives 
certain nontaxable stock rights to 
allocate the basis of origina! stock 
over such stock and the 


rights received 


stock 


Election to limit recognition of 
gain resulting from complete liqui- 
dation of a corporation within one 


calendar month 
(b)(1) 


Subsection Election by a 


corporation for the nonrecognition 


on sale of assets 
accompanied by the distribution of 


1955, 


of gain or loss 
all assets before January 1, 


in complete liquidation 


(b)(3) 
corporation for the nonrecognition 
ot gain 
accompanied by the distribution ot 


Subsection Election by a 


or loss on a sale of assets 
all assets in complete liquidation in 
a 12-month period beginning with 
the adoption of the plan, if such 
plan is adopted in the period from 
January 1, 1954, 22, 1954 


to June 


Subsection (b)(2)—Election to have 
the 1939 Code apply to certain re 

organizations in process before June 
22, 1954. 

Subsection (b)(3)—Election to have 
the 1954 Code apply to certain re 
organizations in process before June 
22, 1954. 


Option to adopt a calendar or fiscal 


year, or to elect a 52-53-week year. 


and Options 


195 4¢ ‘ode 
Section 
443 


Election or ¢ Iption 


Option to calculate tax for a short 
period caused by a change of an 
nual accounting period by use of 
an alternative method provided in 
Section 443(b) (2) 


( pti yn 
methods 


to 
of 


adopt of several 


accounting. 


one 


Election to include prepaid income 
in taxable 
ove! 


income 
a definite 


as earned, or 


period 


Option to recognize income from 
installment sales either in the year 
of sale, or 


as installments are re- 


cely ed. 


to 


increase 


Election include in taxable in- 
the in redemption 
price of certain obligations issued 


at a discount 


come 


to 
ratably 


Election deduct real property 
over the period to 


such taxes aic related. 


taxes 
which 


to deduct 
to 
expenses. 


Election 
ditions 


reasonable ad- 


reserves for estimated 


Election to use the last-in, first-out 
inventory method 


Option to take into account, in a 


year or years permitted by the regu 
lations, adjustments 


caused by a 


change in the method of accounting 


(b)(1)—Election 
personal holding company that has 


Subsection by a 
previously deducted federal income 
and excess profits taxes on a paid 
basis 


in subchapter A 


deduc t 


computing 
to 
when accrued 


net income such taxes 
(Similar election for 
a foreign personal holding company 
556(b)(1).) 


In Section 


(b)(9) 
shareholders of a personal holding 
company to treat dividends attrib 
utable to income of the corporation 
out of the satisfaction 
United States 
though they were received ratably 


Subsection Election by 


arising oO! 


release of a lien as 


over the period the lien was in effect 


Option by a personal holding com- 
pany to pay deficiency dividends 
and file a claim for refund to obtain 


benefit thereof 
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1954 Code 
Section 


563 


611-613 


Election or Option 


lection by a personal holding com 
pany to consider as paid during the 
taxable year dividends paid within 
two and one-half months after such 
taxable year for purposes of deter 
mining the dividends-paid deduction. 


Option by shareholders of a per- 
sonal holding to 
undistributed 


dividends 


company 
income 


treat 


as consent 


Option to determine allowance for 
depletion in cases of mines, wells, 
etc., of cost-depletion 
percentage-depletion methods. 


by use 


or 


Election to form one aggregation 
ot, and to treat 
two or more 


as one property, 


separate operating 


mineral interests 


Election to treat as deferred ex 
penses the expenditures in connec 
tion with exploration for mineral 


deposits. 


Election to treat as deferred ex- 
penses the expenditures in connec 
tion with development of mineral 
deposits 

Subsection (a)—Election to treat 
exchange timber cut 
year, even 


sale or 
the though no 
actual sale or exchange was made 
in such year. 


as a 
during 


Subsection (b)—Election 
ot timber 
for such 


which 


by an 


owner who receives 
timber under a 
provides for the 
retention of economic interest 
to treat the date of payment as 


the date of disposal of such timber 


payment 
contract 
an 


Option to deduct certain expenses, 


taxes and losses in the determina- 


the 


or 


of 
decedent 


tion taxable of a 


in the determination 
of the taxable income of the estate 


estate 


Election by a fiduciary to treat 
distributions by a trust in exist- 
ence on January 1, 1954, within the 
first 65 days of a taxable year as 
having been paid or credited on 
the last day of the preceding year 


Option by a trust to file claim for 
restoration of unlimited charitable 
deduction allowance after a limita 
tion was invoked due to engage- 
ment in prohibited transactions. 


1954 Code 
Section 


732 
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Election or Option 
Election by a receiving 
distribution of partnership prop- 
erty to treat as the adjusted part- 
nership basis of such property the 
basis which would have resulted if 
the election under Section 754 had 
been made at the time he acquired 
his interest in the partnership 


partner 


Election by a partnership to adjust 
the basis of partnership property 
to reflect the effect of a distribution 
of property or a transfer of a part- 
nership interest. 


Election of members of a partner- 
ship, syndicate or other unincorpo 
rated organization to exclude such 
organization from the application 
of all or part of sections of the 1954 
Code relating to partnerships. 


Election by a partnership to apply 
the rules in the 1954 Code to dis- 
tributions to partners in years be 
ginning after December 31, 1953, 
and before January 1, 1955 


Election by a corporation to be 


treated as a regulated investment 


company. 


Election by a regulated investment 
company to shift foreign tax credit 
to shareholders. 


Election by a regulated investment 
company to consider dividends paid 
after the taxable year having 
been paid during the taxable year 


as 


Option to treat foreign taxes as a 


deduction or as a credit against 


federal income taxes 


Election to increase the basis of 
property by excessive depreciation 


allowed before 1952. 


Election to limit taxable gain upon 
involuntary conversion of property 
to the excess of the amount realized 
over the cost of replacement. 


Election to make adjustments for 
involuntary liquidations under last-in, 
first-out inventory method. 


Election to adjust prior year’s war 
loss deductions for later recoveries. 


(Continued on page 757) 
TAXES —The Tax Magazine 





Articles 


Tax Technicians 
‘The Courts of Last Resort in Tax Cases: 
A Specialized Court of Tax Appeals?”’ 
by Robert N. Miller. American Bar 
Association Journal, July, 1954. The 


author is a member of the District of 
Columbia bar. 


From time to time the suggestion has 
been made that a court of tax appeals be 
established to relieve other federal courts 
of the burden of handling highly technical 
and complex tax questions. The author of 
this article examines the merits of this 
proposal. The author recognizes that delays 
in getting court clarification of tax prin- 
ciples would be eliminated to a substantial 
extent by the establishment of such a 
court. He points out the handicap 
of courts as makers of tax law, and touches 
upon the question of the government as a 
partisan and the finality of 
decisions in The author 


also 


question of 
oppe sed courts. 
concludes 


“Attention must be given to a thought 
that more than one conscientious and public- 
spirited judge has expressed; 
questions are not merely 
are ‘technical’ in 
must be, somewhere, a group of 
whom the burden of tax 
shifted—specialists 
them 


that is, tax 
complicated but 
such a sense that there 
men to 
appeals can be 
could deal 
less and 


who 
and with wear 
than can nontechnical judges. 


with 
better tear 

“To give the judges this relief would be 
feasible if experience gave any real hope 
of finding or developing a group of special- 
ists with the necessary combination of tech- 
nical abilities and 
But experience 


broad judicial wisdom. 
with specialists and with 
tax questions affords no ground for such 
hope. 


“Cases do 
which 


come to the high court in 
technical tax knowledge would be 
helpful, but, in general, the workable an- 


Articles 


Digests and Comments 
from Other Periodicals 
« « « Staff Prepared 


swer to the kind of tax question which is 
commonly involved in conflict of opinion 
would not come from an intimate knowl- 
edge of the tax statute nor from any kind 
of technical knowledge, but from 
general judgment. 


sound 


“A court decision, to give one instance, 
often turns on judicial policy as to how far 
the courts shall compete with Congress in 
making tax law. Thus a court, inclined to 
close what it considers a ‘loophole’, must 
ask itself: Is this the kind of case in which 
the courts are justified in stepping in to 
make a tax rule which Congress refrained 
from making? 
specialists. 


This is not a question for 


“Very often, too, the courts must reach 
their conclusions in the light of public 
policy or of what may appeal to the public 
as common sense. As an example, consider 
the case in which the Supreme Court was 
forced to decide whether a manufacturer 
of eyeglasses could deduct, in computing 
net income under the statute, amounts paid 
to physicians who sent customers. As 
another example, consider the question of 
correctness, under the terms of existing tax 
law, of the Commissioner’s published ruling 
that when a father gave to his son certain 
cows which the father had raised, the father 
realized taxable income at the moment of 
gift equal in amount to the market value 
of the cows. That ruling has been approved 
by some eminent specialists, but almost cer- 


tainly is out of line with public opinion.” 


Treaty Expansion 
‘Revenue Implications of United States 
Income Tax Treaties,"’ by Joseph N. 
Froomkin and Ira T. Wender. National 
Tax Journal, June, 1954. Mr. Froom- 
kin is research economist of the Har- 
vard Law School International Program 
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in Taxation. Mr. Wender is assistant 
director of the program. 


The United States has concluded income 
tax treaties with most of the countries of 
Western Europe, Australia, Canada, Japan, 
New Zealand, and the Union of South 
\frica. While negotiations have been con- 
ducted with a number of underdeveloped 
countries, no treaties 
It is the 
major 


signed 
that a 
income tax treaty 
program of the United States is to provide 
a method of allocating tax revenue between 
the United States foreign countries, 
although their purpose is to alleviate double 
taxation It is further contended that 
this feature of the treaties 
is changed, there is little possibility for the 
extension of tax treaties to underdeveloped 
countries 


The 


trations 


have been 


contention of this article 


feature of the 


and 


unless revenue 


countries in 
United States have in- 
sisted on preferential treatment for incomes 
originating within 


underdeveloped 
with the 


nego- 


because 
treaties hold little 
Unless the United 
States is willing to change the fiscal pattern 


their territories 


without such 


treatment 
advantage tor them 
of the treaties, no expansion in their cover- 
age can be reasonably expected. However, 
if the is shifted 
from tax remission by the source country 
to increasing the type of taxes which may 
be credited, to the 
arising 


emphasis in tax treaties 


removal of 
differing 


inequities 
from concepts in the tax 
system, and to fiscal cooperation between 
and the United States, an 


expansion of the treaty program should 


these countries 


be possible 


Balanced View of Tax Law 
‘Federal Taxation Perspective During 
the Fifth Decade,"’ by J. W. Riehm. 
Michigan Law Review, May, 1954. 
The author is an associate professor 
of law, Southern Methodist University. 


Tax men can, with great pride, point out 
that technical proficiency has done an amaz- 
ing job of keeping pace with the rapid ex- 
pansion of the system from the utilization 
of the latest punch card accounting machines 
by the Internal Revenue Service to an 
orderly procedure for the hearing of thou- 
sands of taxpayers’ protests before a tribunal 
which did not 1924, to the 
creation of professional journals dealing ex- 
clusively with taxation 


exist prior to 


There is no reason 
to believe that technological progress will falter 
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in the next decade regardiess of the course 
federal taxation may take. The course it 
will take is the real matter of concern and 
is in large measure controlled by the per- 
spective of those individuals who formulate 
tax policies, the members of the Congres- 
sional committees, the judges, the policy 
makers within the Treasury Department, 
and the experts who influence those officials, 
the accountants, the 
members of the 


economists and the 
tax bar. 

Sound tax policies are effected by the 
creation of a tax structure which mirrors 
the canons of taxation, which in reality are 
but shorthand statements reflecting the effec 
tiveness with which a tax has been inte- 
grated into the then existing economic and 
legal fabric of the country 


An example of an area in which the Con 
gressional committees should have the clearest 
possible view of the relationships of the 
to basic economic, political and 
social premises is found in the current con 
troversy over the proposed 25 per cent con 
stitutional limitation on the income tax, 
which in turn reflects on the basic concept 
of progressive taxation. Yet the views ex- 
pressed generally fail to discuss the basi 
consequences which would flow from adop 
tion of the proposal 


proposal 


A review of comments made on the deci- 
sions of the Supreme Court in federal tax 
cases since 1940 reflects an interesting shift 
in the opinion of the writers. Manv were 
critical of the scope of such landmark deci 
Hallock, Clifford, Adams, Basley, 
Tower, Lusthaus and Court Holding Com 
pany. The comments carried either express 
or implied criticism to the effect that the 
rationale of the decisions was so vague that 


sions as 


one could never be sure in advising a client 
whether a fact situation under consideration 
fell within or without the purview of the 
After some time had elapsed and 
confusion had created in the 
lower courts, the issuance of Treasury deci- 
sions amending the 


cases, 
much been 
Regulations applicable 
to the Code provisions under which those 
cases arose were greeted with acclaim as 
clear expression of standards on which orie 
could rely in tax planning. 


While one may argue that it is beyond 
the province of the court to concern itself 
with the rational foundations of the tax law 
since the foundations of that law are sup 
posed to be the concrete statements of the 
Congress resting on the granite of the Con- 


stitution, such an argument immediately en- 
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counters difficulties 


Unless the Congress 
is willing to draft very detailed statutes it 
must perforce delegate to the courts the 
task of legislating in the intersticial areas 
by statutory interpretation. If the Congress 
is most detailed in its drafting the very 
precision which is sought marks the boun- 
daries for circumvention just as in the case 
of the court decisions, and once again the 
courts must become concerned with main- 
taining the rational foundations of the law 
unless the public is willing to allow the 
loophole to remain until Congress closes 1t 

No tax practitioner can honestly say that 
the courts have no right to legislate. Such 
a statement would be an indication of a 
complete lack of understanding on his part 
of jur sprudence generally and statutory in- 
terpretation specifically; for what is inter- 
pretation but a form of legislation. Yet no 
one the ‘udiciary usurpirg the 
prerogative of the legislative branch. Where 
we place ourselves between.the two extremes 
is in large measure controlled by 


wants to see 


our per- 


spective. Until we are well satisfied with 
the range of our perspective, having weighed 
our personal bias, we should be wary of ex- 
pressing our views on specific decisions for 
we may well confuse the courts in their 
search for an approach consistent with the 
rational foundations of the tax laws. 

It has been emphasized recently that the 
public has little to do with the formulation 
of tax policies, and that responsibility rests, 
indirectly, at least, in those professional tax 
men, the accountant, the economist and the 
lawyer who influence Congress and the 
The that have been 
drawn here indicate some disregard of that 


courts. observations 
sense of responsibility in the past and a 
lack of preparation which may be harmful 
to the country in the future. Fortunately 
the disregard does not appear to have been 
willful; rather, it has been unconscious, often 
resulting from a failure to relate specific 
proposals, or thoughtless observations, to 
basic economic, political and social principles 


ELECTIONS AND OPTIONS AVAILABLE TO TAXPAYERS IN THE 
1954 CODE—Continued from page 754 


1954 Code 
Section 
1346 


Election or Option 


exclude from income 
of unconstitutional federal 


Election to 
recovery 
taxes. 


Election to tax an unincorporated 


business 


enterprise as a domestic 


corpe ration. 


Option to file a consolidated return 
for an affiliated group 

Election by a group of affiliated 
corporations filing a consolidated 
return as to allocation of tax. 


Election to use an alternative valu- 
ation in the determination of a de- 
cedent’s gross estate value. 


Option to consider a gift by a hus- 
band or wife to a third 
made one half by each 


party as 


Election to have the creation of a 
tenancy by the entirety or a joint 
tenancy treated as a 
gift tax purposes 


transfer for 


Articles 


1954 Code 
Section 
3121 


Election or Option 
Election by charitable, religious and 
other organizations to waive exemp- 
tion from social security tax. 


Option by an individual to author- 
ize additional withholding of in 
come tax from wages. 


Election to file a joint return after 
filing a separate return. 


Election by an individual, whose 
income is such as to permit elec 
tion, to use a tax form which re 
quires the Secretary to 
and bill the tax. 


compute 


Election relating to the 


of cents in tax returns. 


omission 


Election to pay the tax in 
ments. 


install 


Election by an executor to exten‘! 
the time for payment of estate tax 
on the value of reversionary or re 
mainder interest in property 


[The End] 





DEPRECIATION UNDER THE 1954 CODE— 
Continued from page 702 


depreciation according to rules which allow 
room for individual judgment, on the theory 
that this practice permissible 
Method 4 so long as the rules 
changed from year to year. 


1s 


under 
are not 


Moreover, it seems to me that a consist- 
ent method is one which bears some reasonable 
relationship to the asset being depreciated. 
The relevance of this point will 
shortly 


The will cause no 
difficulty where retarded depreciation plans 
are used under Method 4, but poses a real 
problem of computation if an acceleration 
plan is under consideration. 


appear 


two-thirds limitation 


Under Inter- 
pretations A and B of the declining-balance 
method, the amount of depreciation taken 
during the first two thirds of the life de- 
pends on the useful life, on the scrap value 
and on cost. Any plan developed must be 
tested to make sure that to each 
(or group to which it 
applied, it meets the two-thirds test. An 
asset-by-asset test imperative because 
it is unlikely that a blanket test can be de- 
veloped. Under Interpretation C, however, 
the depreciation which may be taken during 
the first two thirds of life depends only on 
length of life, and the computation problem 
is lessened. 


as asset 


ot to 


assets) is be 


1s 


I noted above that I thought one criterion 
of a “consistent” method is that it bears some 
reasonable relationship to the asset being 
depreciated. We can readily develop a plan 
which will do the following: write off in 
the first year almost the full depreciation 
which may be taken in the first two thirds 
of the life under the declining-balance 
method; take very little depreciation during 
the remaining first two thirds of useful life; 
and take all the remaining § deprecia- 
tion in the following year, reducing the as- 
set to scrap value.” This formula would 
comply literally with the two-thirds rule, 
but might not be a “consistent” method as 
defined above. 


\ special problem arises under Method 4, 
where the proposed plan is one not related 
to time. Consider a taxpayer who wishes 
to depreciate a machine on a _ unit-of-pro- 
duction For the first 
100,000 units it wishes to charge ten cents 


per unit, eight cents per unit for the next 


basis follows 


as 


“8 For example, a three-rate multiple straight- 
line plan. See footnote 26 
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100,000 and six cents per unit for the last 
100,000. How can it show compliance with 
the two-thirds-of-the-life rule, since the 
plan is not directly related to time? The 
answer may be that the Commissioner will 
accept an estimate of probable production 
by years and, hence, the plan can then be 
tested. 


May taxpayer adopt any number of ac- 
celerated depreciation methods?—A taxpayer 
owned trucks in 1953. He acquires new 
trucks in 1954, and decides to use the sum- 
of-the-digits method. When he buys more 
new trucks in 1955, may he use the declin- 
ing-balance method, or must he continue 
with the sum of the digits? As _ stated 
above, the Senate committee changed Sec- 
tion 167(b) to permit depreciation “under 
any” instead of “under any one” of the four 
methods. The reason given was to make it 
clear that more than one method may be 
used on various property or classes of prop- 
erty of a taxpayer. The Senate report, how- 
ever, contains the 
in the House report: 


following, found also 


“Tn the case of item accounts, any reason- 
able method may be selected for each item 
of property but must be applied consistently 
to that item. In the case of group, classified, 
or composite accounts, any reasonable method 
may be selected for each account and must 
be applied to that 
thereafter.” ” 


account consistently 

For the taxpayer who now has multiple 
item accounts, the selection of an accelerated- 
depreciation method may be very important 
because it may prove difficult to change, 
once adopted. The taxpayer who has item 
accounts appears to be in a superior posi- 
tion. Of course, for many firms the main 
tenance of item accounts would represent 
a prohibitive expense, particularly where the 
items are small and numerous. For such 
firms, even if they had complete freedom 
as to the establishment of item 
they could not do so profitably. But there 
appears to be no such freedom; under 
Section 41 of the 1939 Code, the Commis 
sioner issued a regulation requiring a tax 
payer to secure his consent before making 
a change in its method of accounting,” and 
a change in the depreciation method has 
been declared a change in the method of 


accounts, 


“ Senate report, pp. 201, 204; House report, 
A50. 
* Regs. 118, Sec 


p 
39.41-2(c) 
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accounting.” Section 446 of the 1954 Code 
corresponds to the relevant portion of Sec- 
tion 41 of the 1939 Code. It is not unreason- 
able to assume that a change from one type 
of fixed-asset accounting plan to another 
would be construed as a change in the 
method of accounting which, no doubt, will 
require approval. 


Procedure for adoption of method of 
accelerated depreciation.—As to this sub- 
ject, both the House and Senate reports 
state that there need be no formal election. 
The taxpayer need only compute deprecia 
tion thereunder for the first taxable 
ending after December 31, 1953.” 


year 


Recognition of gain or loss on retirement. 
Section 167 is silent on the subject of 
recognition of retirement 


Lain OF loss on 


of depreciable assets, but the committee 
reports contain important material on this 
topic. A discussion of this subject requires 
a quick résumé of the principal classes of 
capital accounts as described by the In- 
ternal Revenue Service. 

In a composite account, all depreciable 
assets are lumped together and an “appro- 
priate composite rate” 
used. In classified 


of depreciation is 
accounts, use is_ the 
guiding criterion of classification, regardless 
of estimated lives. In group accounts, all 
useful lives. Finally, 
item accounts each contain a single item.” 
I shall call composite, group and classified 
accounts “multiple-item accounts.” The Treas- 
ury takes the position under the 1939 Code 
regarding multiple-item accounts, where the 


assets have similar 


depreciation rate is based on average lives, 


losses on the normal 


retirement of such 
assets are not allowable, since the use of an 
average rate 
ment both average life 
has been reached and, therefore, loss can 
not be determined until all assets in the 
group have been retired.” But 
of classified 


normal retire 


after 


contemplates 
before and 


in the case 
depreciation 
rate is based on the expected life of the 


accounts, if the 


longest-lived asset, a loss is allowable.” In 
the case of item accounts, if the deprecia 
tion rate is based on the maximum expected 
life of the 
allowable. 


asset, a loss on retirement is 
This rule recognition 


of loss where depreciation is based, in item 


excludes 


accounts, on the average expected life. The 


61. T. 3818, 1934-2 CB 42. 

7 House report, p. A50, Senate report, p. 204 

% See Treasury Bulletin ‘“‘F’’ (3d Revision, 
1942) 

” Regs. 118, Sec. 39.23(e)-3(b). 

Regs. 118, Sec. 39.23(e)-3(d) 

4 Regs. 118, Sec. 39.23(e)-3(a) The rules 
referred to in this and the two preceding foot- 


Depreciation 


same rules apply to losses due to “normal” 
obsolescence, but losses are allowable when 
caused by “extraordinary” obsolescence 
The courts have modified these rules in some 
cases, but have not changed them essentially.” 


4 


With respect to the recognition of gain 
on the retirement of depreciable 
there to be little law. Of course, 
on multiple-item accounts it would be diffi- 
cult to compute a gain on the disposition 
of part of the assets because no asset has 
an individual With respect to item 
accounts, the Treasury argument for refus 


assets, 
appears 


basis. 


ing recognition to losses appears to apply 
with equal force to gains. 


Two essential points must be mentioned 
Under both the 1939 Code“ and the 1954 
Code,“ no gain or loss is recognized where 
property used in trade or business is ex 
changed for property of “like kind.” Fur 
ther, while the opportunity for the recog- 
nition of gain or is narrowed by 
Treasury regulations, there are still numer- 
ous situations where gain or loss is recog- 
nized, for example, where the taxpayer has 
only one asset of a specified type, where 
he sells all his assets of a specified type or 
where the amount realized from the sale of 
a portion of the assets in a multiple-item 
account exceeds the depreciated book value 
of all items in the account, etc. The 1939 
Code provided generally in Section 117(j) 
that where assets used in trade or business 
—of a character subject to an allowance of 
depreciation and held for 
months—were sold or 


loss 1s 


more than six 
exchanged, if the 
recognized gains exceeded recognized losses 
they were to be treated as capital gains and 
losses, and so receive the favorable treat 
ment accorded to capital gains. If, however, 
recognized losses did not exceed recognized 
gains, they were to be treated as ordinary 
gains and losses. This provision, too, has 
been carried over to the 1954 Code as Sec 
tion 1231. But Section 1231 applies only to 
“recognized” gains and losses—it throws no 
light on the question of what 


gains and 
losses are recognized. 


So much for the background. Section 167 
of the 1954 Code is silent on the entire 
question just discussed, but the Senate and 
House reports contain identical statements 
in connection with the 


machine example 


notes are also found in Treasury Bulletin ‘‘F’’ 
(3d Revision, 1942) 

* See the review in Montgomery, work cited 
at p. 811. 

** Code of 1939, Sec 

* Code of 1954, Sec 


112(b) (1) 
1031 (a). 





discussed above. The reports state that in 
the year in which the last survivor of any 
year’s acquisitions is retired an additional 
depreciation deduction is allowable equal to 
the unrecovered cost of that year’s acquisi 
tions. The reports point out that only a 
taxpayer who maintains subsidiary depre- 
ciation records by year of acquisition will 
have sufficient information to 
when the iast survivor is 


determine 
retired and to 
amount of the The 
reports illustrate such a subsidiary record. 

This reports raises a 
question which may trouble the Treasury 
Nothing in the law requires a 
the regulations to permit 


determine the loss. 


discussion in the 


change in 
loss recognition 
W hat is the effect of the committee reports? 
Perhaps the new regulations will enlighten 
us. If the taxpayer adopt 
system, will gains likewise be 


does such a 


recognized ? 


Selection of method of accelerated depre- 
ciation.—The number of significant open 
questions relating to accelerated deprecia 
tion makes it difficult to make very many 
concrete suggestions as to choice of a method 
Obviously, the choice will be affected by 
the rules as to recognition of gain or loss 
on retirement, the proper way to select a 
rate, etc general 
made already. One 
application is that since 
the declining-balance method frequently will 


declining-balance Some 


comments have been 


point of general 
not reduce an asset to scrap over its useful 
life, other for example, the 
of the digits should be considered 


methods- sum 
Assum 
ing zero scrap, it will be found that usually 
in the first tew 


years the declining-balance 


method depreciates assets tore 
than the 


sum-ot-the 


rapidly 
digits method but the 
digits method is more favorable 
thereafte: See the table in Mr. Hirsh’s 
article, page 742 of this issue 

Another point 1s this Heavy 
depreciation today may save money imme 


sum-ot-the 


general 
diately, but in the event tax rates should 
takes the 
may 


firm which 
maximum depreciation today 


be increased, the 
perhaps 
regret its action. 

Accelerated depreciation permitted certain 
corporate transferees 
some 


As stated above, in 
perhaps in all 
transferee of property which has been used 
by the transferor is not permitted to use 
Methods 2, 3 and 4 Section 381(a) pro- 
vides, however, subject to some qualifica- 


cases, and cases, a 


tions, that upon the liquidation of a subsidiary 
* MacMurray, CCH Dec. 18,172, 16 TC 616 
(1951) (Aeq.) 

“In many states, real property 
directly to the heir or devisee 
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under Section 332 and in a transfer under 
Section 361 nonrecognition of 
gain or loss to corporations under 
circumstances, the acquiring corporation 
shall “succeed to and take into account” a 
number of items listed in Section 381(c). 
One of the items listed is the method of 
computing the depreciation allowance. Sec- 
tion 381(c)(6) provides: 


relating to 


some 


“The acquiring corporation shall be treated 
as the distributor or transferor corporation 
for purposes of computing the depreciation 
allowance under paragraphs (2), (3), and 
(4) of section 167(b) on property acquired 
in a distribution or transfer with respect 
to that part or all of the basis in the hands 
of the acquiring 
exceed the 


does not 
basis in the hands of the dis 
tributor or transferor corporation.” 


corporation as 


Estates—Apportionment of Basis 


The Senate Finance Committee added a 
sentence in Section 167(g) of the new Code 
which provides that in the 
the allowable 
apportioned 
heirs, 
ot the 
each. 


case of an 
deduction shall be 
between the and the 
and devisees on the 
income of the allowable to 
Under the prior law, the 


estate, 
estate 
legatees basis 
estate 
Tax Court 
had refused to hold that the apportionment 
rule relating to trusts, Section 23(1) of the 
old Code, was applicable to estates.” 

Thus there were situations where all of 
the income of an 


heir, 


estate was taxed to an 


legatee or devisee, 
entitled to no deduction be- 
cause he did not hold title to the property 


The entitled to it, but 


and yet he 
depreciation 


Was 


estate was might 


have derived no benefit, because it had no 
income 24 


subject to tax 


Agreements as to Useful Life— 
Policy of Accepting 
Taxpayer's Depreciation Deduction 


These two topics are closely related, and 
will be treated together. When 
had before it the bill which 
Revenue Act of 1934, it was considering, as 
a revenue-raising blanket 25 
per cent depreciation. The 
Treasury objected to this proposal on the 
ground, that it would be 
unfair to taxpayers who had been charging 
depreciation on sound, conservative lines 
It took the position that substantially the 


Congress 


became the 


measure, a 
reduction in 


among others, 


the depreciation deduction. This fact lessened 
the number of cases where the deduction con- 
ferred no benefit. 
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same revenue could be raised, and in a more 
equitable fashion, by a more stringent policy 
on depreciation.“ The blanket cut proposal 
was not passed, and the Treasury issued 
T. D. 4422, the substance of which appears 
today in Regulations 118, Section 23(1)-5. 
T. D. 4422” placed on the taxpayer the 
burden of justifying a depreciation deduc- 
tion, and required him to submit detailed 
information to A suggested 
out 4170,” issued 


as cost, 


in 


etc. 


form was set Mim, 


shortly after. 


That same year I. T. 2838” called atten- 
tion to T. D. 4422, stated that the 
Treasury was requesting many taxpayers 
to submit detailed schedules. Once this had 
done, I. T. 2838 added, it would be 
possible to determine allowable depreciation, 
and “it will not ordinarily be necessary to 
make further changes for a considerable period 
of time.” We now jump ten years to I, T. 
3639," issued in 1944, which declared: 


“Under ordinary circumstances, when useful 
lives and depreciation rates computed on 
the straight-line method are once investi- 
gated and adjusted by agreement with the 
taxpayer nA 
Sureau that no further 
be made in the useful 
lives and depreciation rates so determined 

until sufficient time has elapsed (ordi- 
narily at least five years .. .) to 


and 


been 


a certain taxable 
the policy of the 


adjustment 


for year, 


1s 


should 


demon- 


strate the sufficiency or insufficiency of the 
depreciation rates 


Thus the general policy 
qualified and amplified and, 
the first time, 
agreement 
policy 


of 1934 was 
apparently for 
made to an 
nondisturb 
The procedure with reference to a 
five-year agreement was enunciated the fol- 
lowing when Mim. 5881 
which force 
the 


reference was 


as basis for a 


a 


year 
still 
agreement 


was issued, 
Under Mim. 5881, 
may be applicable to sub- 
sequently acquired assets having substan- 


in 


1S 


tially the same lives as assets then in use; the 
agreement does not preclude adjustments 
“resulting from change in economic condi- 
tions which shorten the useful life of the 
property.” Moreover, the method 
and rates agreed upon do not differ mate- 
rially from used the taxpayer in 
open years, depreciation deductions for such 
will not disturbed. Where there 
is a material difference, the agreement may 


where 


those by 


years be 


include open years. 


Both I. T. 
1945 hac 


3639 of 1944 and Mim, 588] 


of 1 emphasized an agreement 


as 
T. 2838, XIII-2 CB 133 (1934). 
4422, XIII-1 CB 58 (1934) 
4170, XIII-1 CB 59 (1934) 


7 See I. 
“TD. 
*” Mim 


Depreciation 


the basis for not challenging a depreciation 
deduction. For the more usual case, where 
there was no agreement, the Treasury ap- 
pears to have been silent from I, T, 2838 
in 1934 until 1953. Then Rev. Rul. 90 
announced that the amount of the deprecia- 
tion deduction is largely a matter about 
which there may be reasonable differences 
of informed judgment and that, accordingly, 
henceforth it was to be the policy generally 
not to disturb depreciation deductions. Changes 
were to be proposed only where there would 
be a clear and convincing basis for a change. 
Rev. Rul. 90 was supplemented by Rev. Rul 
91, which stated that in applying Rev. Rul. 
90, the following should be considered: (1) 
whether depreciation rates used are rea 
sonable, (2) whether the taxpayer has fol 
lowed a consistent practice and (3) whether 
the adjustments proposed are substantial 


The House version of the Code contained 
a provision codifying the law on agreements 
and another clause providing that unless 
the useful life determined by the Secretary 
differed by more than 10 per cent from the 
life used by the taxpayer, the rate should 
be the rate used by the taxpayer. The 
former clause was approved as Section 167 (d), 
but the latter was dropped by the Senate 
Finance Committee. Hence, in the absence 
of an agreement, the Treasury policy on 
challenging depreciation deductions set out 
in Rev. Ruls 


We turn 
5881 on agreements and 
the Code 
provisions 


90 and 91 continues in force. 


now to a comparison of Mim 
Section 167(d) of 
The general tenor of these two 
the same, but a Mim, 5881 
agreement was limited to five years, where- 
as no provided 
167(d). Mim, 5881 agreement 
did not adjustments “resulting 
from change in economic conditions which 
shorten the useful life of the property.” 
Under Section 167(d), the agreement may 
be reopened because of “facts or 


Is 
set period 
Further, 
preclude 


in Section 


1s 


a 


circum 
stances not taken into consideration” when 
the agreement was made. This difference 
in language may be significant. 

Clearly, Mim, 5881 contemplated reopen- 
ing only by the taxpayer, while either party 
may reopen under Section 167(d). Further, 
Mim. 5881 contemplated a showing of “change” 
since the agreernent was executed 
under Section 167(d), a factor existing at 
the of the but not 
sidered, may be grounds for reopening 

[The End] 


TT. 2838, XIII-2 CB 133, at p. 134 (1934) 
“TT. 2639, 1944 CB 123 


Perhaps, 


time agreement, con 
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| STOCK REDEMPTIONS AS DIVIDENDS—Continued from page 720 


Exceptions to Constructive Ownership 


Clearly, these rules of constructive owner- 
ship make it difficult to terminate completely 
a shareholder’s interest in his corporation. 
This is especially true where family cor- 
porations are concerned, yet it is in family 
that the 
out a single shareholdes 
In an effort to 
the concept of 


corporations problem of buying 
most often occurs. 
alleviate hardship, 
constructive ownership is 
abandoned in certain cases in determining 
whether an 


this 


individual’s entire interest in a 
corporation has terminated.” If the 
fact right, you can sell your 
stock back to the corporation and be taxed 
at capital gain rates even though your wife 
remains a_ substantial 


been 
situation 1S 


shareholder. 3ut 
because of the tempting bail-out possibilities 
that result, rigid limitations have been imposed 
If on the redemption of all of his stock a 
shareholder is to avoid the application of 
constructive ownership rules, he must pass 
five tests 
First, he 


as officer, director, employee or otherwise, 


must retain no interest, whether 
except aS a creditor.* Second, he must not 


acquire such an interest for ten years.” 
These first two requirements must be care 
fully watched. If the shareholder 


retains an interest as a creditor, as he may 


selling 


under the subsections, what happens if, on 
a default, he is take over the 
What covenant not to 
compete that includes a provision for con- 
sultation ?™ 


obliged to 
company ? about a 
Could a permitted creditor’s 
interest be so large that it would be con- 
sidered a prohibited stock interest? One 
thing at least is made clear: If a stock in- 
terest is acquired within the ten-year period, 
by bequest or 
tax effect 


by inheritance, there is no 


The third requirement is that, at the time 
of redemption, the taxpayer file an agree- 
ment to notify the secretary if he acquires 
any of the prohibited interests within ten 


™% Sec. 302(c)(2) 
* Sec. 302(c)(2)(A) (i) 
* Sec. 302(c)(2)(A) (il). 


* Both of these problems are raised by Tar- 
leau in the statement cited at footnote 31, at 
p. 350 


% Sec. 302(c)(2)(A) (ill) 
* Senate Finance Committee Report, p. 236 
% Sec. 302(c)(2)(B) (i) and (ii). 


*”**Person’’ quite clearly includes related 
partnerships, estates, trusts and corporations 
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years.” If he then acquires such an interest, 
the statute of limitations runs until he noti 
fies the secretary, and for one year more 
He must pay interest from the date of 
redemption on the resulting deficiency. How 
ever, no other error in the original return may 
be corrected, whether the error favors the 
government or the taxpayer.” 


The used to determine 
whether the rules of constructive ownership 
apply when all of a shareholder’s stock has 
been redeemed require that none of the re- 
deemed stock shall 
from a related person * 
years. 


last two tests®™ 


have 
iv 


been acquired 
within the past ten 
In addition, the taxpayer whose stock 
has been redeemed may not have transferred 
any of his stock to a related person within 
the same period unless the transferred stock 
is redeemed at the same time. These pro 
visions are intended to foreclose the possi 
bility that a shareholder might give half his 
stock to his wife and then cause its re 
demption or the redemption of his own 
remaining shares.” They apply, rather sur- 
prisingly, whether the stock concerned is 
given away or sold.“ However, they do not 
apply if the transfer in question did not have 
as a principal purpose the 
federal income tax.” 


avoidance of 


Section 306 


The new Code also taxes as a dividend the 
redemption—or sale—of stock distributed 
tax free with respect to other stock, which is 
called “Section 306 stock.” * 
aimed at two 


This section is 
types of transaction con- 
sidered as income 
Partial stock were first at- 
tacked because of the problem raised by the 
redemption of stock originally issued tax 
free and consideration.“ Section 
306 these redemptions. A _ recent 
Sixth Circuit case taxed as a capital trans- 
action the sale of a tax-free preferred stock 
dividend even though the sale was made 
immediately after the dividend and pursuant 


producing ordinary 


redemptions 
without 


covers 





Whether or not the person is related is deter- 


mined according to the rules of Sec. 318(a). 

“See Hobby, CCH Dec. 13,581, 2 TC 980 
(1943). 

‘t Senate Finance Committee Report, p. 237 

* The Senate Finance Committee Report, p 
237, says that such purpose shall not be deemed 
to exist merely because the transferee is in a 
lower income tax bracket than the transferor 

#8 Sec. 306. 

“See, for example, Patty v. Helvering, 38-2 
ustc { 9446, 98 F. (2d) 717 (CCA-2). 
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to arrangements 
dend.” 


made prior to the divi 
Section 306 covers such a sale. 


In general, Section 306 stock includes all 
stock issued tax free, except for common 
issued as a dividend on common, and com- 
mon issued in a tax-free reorganization. A 
further exception allows the redemption, at 
capital gain rates, of Section 306 stock if the 
redemption qualifies as a termination of the 
shareholder’s interest.” It also reas- 
suring to note that stock cannot be Section 
»? 


1S 
306 stock unless it was issued after June 
1954." 

Summary 


The new law, then, has come a long way 
from the the 1939 
Code devoted dividends 


six-line subsection 


to 


in 
distinguishing 


SUBCHAPTER K: PARTNERS AND 
Continued from page 729 


property distributed is disposed of, as in 
the case of current distributions. The char 
acter of the gain or loss on the disposition 
of the distributed property is governed by 
the same rules that determine the character 
of such proceeds from the disposition of 
property current distributions. 
A loss is recognized upon final liquidation 
only where cash and uncollected receivables 
and inventory items (taken at the partner- 
ship basis) are less than the partner’s basis 
for his interest 


received in 


In the formation, operation and dissolu- 


tion of partnerships the entity theory is 
followed throughout, except where it would 
enable taxes to be evaded or avoided. Spe 
provided for those situations 
caused most uncertainty 


and the 


rules are 
which 
contusion to 


cilic 
have or 


taxpayers Sureau 


from stock redemptions. To recapitulate, 
it taxes as ordinary income any redemption 
which is the equivalent of a dividend. It 
then gives two examples of redemptions 
which are not the equivalent of dividends 
One is a substantially disproportionate re- 
demption. The other is a redemption that 
terminates the recipient’s stock interest. The 
new law sets up rules of constructive stock 
ownership which apply to all redemptions 
except those in which all the recipient's 
stock is redeemed (and he does not reac- 
quire an interest for ten years—agrees to 
notify the government if he does—and has 
not acquired stock from, or transferred it 
to, a related interest for ten years past). 
Finally, it taxes as a dividend the redemp- 
tion of most stock issued without considera- 


tion and without tax. [The End] 


PARTNERSHIPS— 


The new Code provisions as to partners 
and partnerships become effective generally 
as to partnership taxable years beginning 
after December 31, 1954, and to the portion 
of any partner’s taxable year falling within 
such partnership year. However, the pro 
of 706(b), relating to the 
adoption of a taxable year by a partnership 
or partner, apply to partnerships which 
adopt or change to a taxable year beginning 
after April 1, 1954, and to partners who 
change to a taxable year beginning after 
that date. Certain property distributions 
also become effective prior to years be 
December 31, 1954, and in 

are a number of special 
options given to partnerships as to effec 


tive [The End] 


visions Section 


ginning after 


addition there 


dates 


THE PERMISSIBLE SCOPE OF TRADE ASSOCIATION ACTIVITY— 


Continued from page 738 


The pattern of tax exemption presently 
established by 501(¢)(6) 
associations, has been 
of the federal in 
come tax, has conclusively demonstrated its 
merit. 


Section for trade 
which in exist- 


ence since the beginning 


and 


In addition to the numerous support 
ing facts already considered, the exemption 
has been an immense aid to small business; 


the smaller company, unable to conduct 


“Chamberlin wv Commissioner, 
q 9576, 207 F. (2d) 462 (1953), cert. 
Ct. 516 (March 8, 1954). 


53-2 
den. 


uUsT« 
745 


Stock Redemptions 


of the activities of the 
benefits extensively even though the activi 
ties in a part financed by the 
And, in summary, it is 
clear that the many legitimate functions of 
such the most part com 
within the purview of the permissible scope 
of trade association activity for purposes of 


the tederal tax exemption. [The End] 


many association, 


are major 


larger companies. 


associations for 


“ Under Sec. 302(b) (3) 
7 Sec. 391 





INCOME TAX CHANGES AFFECTING REAL PROPERTY— 


Continued from page 747 


working time to making frequent sales from 
a single subdivision. Here, likewise, he may 
devoting himself to the 
engaging in the real estate 
Sales from a single huge subdivi- 
sion may require full-time activity on the 
part of the taxpayer, whereas several small sub- 
divisions may require little personal attention. 


be considered as 
occupation of 
business. 


It appears that a line of demarcation is 
intended by the between sales 


activity incidental to disposing of property 


draftsmen 


by subdivision lots and such circumstances and 


activity as show an intention to 
m the real estate business. 


the Internal 


engage 
It is likely that 
Revenue Service will continue 
to scrutinize the taxpayer’s general business 
conduct and objectives in determining whether 
dealer. Whether a taxpayer is a 

an investor is a question which, 
the courts have stated, must be decided on 
the basis of the facts peculiar to each case. 
Section 1237 does not eliminate the need to 
make this determination on an 


he is a 


dealer or 


individual 
The apparent Congressional objective 
is to permit an investor who is not regarded 


basis 


as a real estate dealer in the business com- 
munity to liquidate land by subdividing and 
actively selling it without being penalized 
Where 
and sales 
would require full-time attention, it appears 
that the safest procedure for the investor 
would be to employ an independent real 
estate firm to liquidate the property on a 
commission basis 


because of an active desire to sell. 


holdings are large subdivision 


Substantial improvement. 
provement” is not 


The House 


“If, however, the taxpayer erects a shop- 
ping center on a part of a remote tract of 
unimproved real property 
sells the 
that 


“Substantial im 


defined in Section 1237 
19 


report states 


and then sub- 


divides and 


lots, it 1s 
the value of all of the re- 


remaining 


most likely 


maining lots will have increased, and this 


section The 
a particular 
effect of 
particular lot sold will be a 
fact 


will not 
whether or not 


apply question of 
improvement 
had a substantial increasing the 
value of any 


question of in each case. A particular 
increase the value of 
Only the former 


lots would be disqualified from this section. 


improvement could 


some lots and not others. 


In any case, the use of the word substantial 


House report cited at footnote 5. at p A285 
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was intended to permit the taxpayer to make 
certain improvements without losing the 
benefits of this section. The permissible 
improvements include, but are not limited 
to, clearing operations and the construction 
of minimum all-weather roads to 
each lot sold. Where the climate requires it, 
a minimum all-weather road may include a 
gravel road but not a hard surface road.” 


access 


In the example, the erection of a shopping 
center by the taxpayer on a remote tract is 
considered likely to enhance the value of the 
remaining lots so that Section 1237 would 
not apply. The subdivider would then be 
considered a dealer in respect to the 
of the lots so enhanced in value. 


sale 


The House bill excluded the application of 
this section from the any lot or 
that had enhanced in value 
because of a substantial improvement made 
on the tract while it was held by the tax- 
payer. This exclusion was modified by the 
Senate to the extent that not only must the 
improvement be “substantial,” but the lot 
or parcel affected must also be 
tially” enhanced in value. Further, under 
the House bill, it immaterial whether 
the “substantial improvement” was installed 
by the taxpayer or another so long as the 
property was held by the taxpayer at the 
time of installation. As modified by the Sen- 
ate, the applies if the improve- 
ment is installed by the taxpayer; members 
of his family; a controlled corporation; a 
partnership which includes the 
a lessee, but only if the 
income to the taxpayer; or a 
governmental body or subdivision, if the 
improvement constitutes an addition to the 
taxpayer's basis. 


sale of 


parcel been 


“substan 


Was 


exclusion 


taxpayer; 
unprovement 
constitutes 


The Senate report ” considers the example 
of the shopping center as an instance where 
not only is the improvement 
but the remaining 


enhanced in 


“substantial,” 
“substantially” 
If the taxpayer erects 
a shopping center upon his tract, according 
to both the House and Senate reports, the 
entire tract is likely to be excluded from 
the tax benefits of Section 1237. Yet if the 


tract to a 


lots are 
value. 


same taxpayer leases part of a 


tenant who constructs a 


shopping 
thereon, and a hard road through the tract 


center 


to the shopp'ng center, the exclusion does 


* Senate 
442. 


report cited at footnote 5, at p 
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not appear to apply, regardless of the sub- 
stantially enhanced value of the lofs. 
January 1, 


Since 
1942, the value of improvements 
installed by a lessee has not been regarded 
as taxable income to the lessor unless under 
the terms of the lease the improvements are 
actually a lease rental and represent pay- 
ments in heu of rent.” Therefore, 
stantial improvements by a tenant, if 
received attributable 


sub- 
not 
as rent, to 


are not 


the taxpayer 


The building or installation of water 
sewer facilities or of roads is not considered 


to be a 


or 


“substantial improvement” if the 
taxpayer has held the lot or parcel for ten 
vears and it he elects, in accordance with 
regulations to be prescribed, to make no 
adjustment to the basis of any property for 
the of such improvements. This ex- 
ception applies only to a lot or parcel which 
would not have been marketable at the pre- 
vailing local price for similar building sites 
without such improvement. 


cost 


Losses.—Although a 
provided the treatment of gains, 
tion 1237 makes no reference to 
Therefore, the established rules pertaining 
to should The subdivision 
by lots tract of land 
requirements and conditions 
1237 is not “deemed to be held pri 


detailed method is 
Sec- 


losses. 


for 


losses apply 
and sale 
fulfill the 


Section 


ot a which 


ot 


City Tax Calendar . 


October 1— Nex 


property 


York: New York City 

tax due; New York City real 
estate first installment due 

October 15—Arizona 
privilege tax 
( ‘olorado: 


tax 


business 
due 


Phoenix 
reports and payment 
Denver sales tax and 
payment due. New Mexico: Albuquerque 
occupation tax installment due. Pennsyl- 
vania: Pittsburgh income tax payment 
due; Scranton employer withholding tax 
reports and payment due; Scranton em- 
ployer withholding tax reports and pay- 
ment for 


reports 


district 


October 20—Louisiana 


and use tax 


school income tax due. 


New Orleans sales 
and payment due 


October 25—New York: New York City 
conduit company tax reports and pay- 
due; New York City public utility 
tax reports and payment 


reports 


ment 


excise due, 


21 Sec 


(11), which was added to the 1939 Code by the 
1942 act). 


Real Property 


109, 1954 Code (identical to See. 22(b) 


marily for sale to customers in the ordinary 
course of trade or business.” Consequently, 
an the sale of such lots 
should be treated as a capital loss under 
Section 1221 (formerly Section 117(a)(1)). 
To illustrate, assume A has a tract of land 
which he to liquidate as a poor 
investment. A was never engaged in busi- 
ness as a real estate dealer. To minimize 
his loss, A, who has held the tract for more 
than five years, subdivides and actively sells 
the tract by lots without any improvement 
except a dirt road. Under these 
facts, A probably would be held to realize 
a long-term capital To become a 
dealer and receive ordinary loss treatment, 
A would be obliged to improve the property 
substantially before sale, inasmuch as he 
has already satisfied the Section 1237 hold- 
ing period. Otherwise, it would be neces- 
sary for him to establish by other evidence 
that he has entered the business of dealing 
in real estate. In the event of loss it ap- 
pears that the taxpayer is limited by Section 
1237 to capital loss if the conditions undef 
which this section applies are satisfied. On 
the other hand, even if the conditions of 
this section are met, a taxpayer who is able 
to qualify under Section 1221 for regular 
capital gain treatment may receive full capi- 
tal gain rather than the limited capital gain 


afforded by Section 1237 [The End] 


investor's loss on 


desires 


access 


loss. 


October 30—Pennsylvania: Philadelphia in 
come tax reports and payment on wages 
and salaries not withheld at 
Utah: Provo merchant 


reports and payment due. 


October 31—Kentucky: Louisville personal 
income tax withholding agents’ payment 
due. Missouri: St. Louis employer w'th 
holding reports and payment due. Ohio 
Cincinnati income tax reports and pay 
ment due; Columbus withholding tax re- 
ports due; Dayton withholding tax 

and payment, if more than $50, 

due; Toledo withholding tax reports and 
payment due; Youngstown withholding 
tax reports and payment due. Pennsyl 

Philadelphia withholding tax re 


ports and payment due. 


source due. 


and retailer tax 


reports 


vVanta: 





Tax-Wise 


Meetings of Tax Men 


National Tax Association.—The annual 
conference of the National Tax Association 
will meet September 26 to 30, 1954, at 
Bretton Woods, New Hampshire 

New York University—New York Uni- 
versity’s Thirteenth Annual Institute on 
Federal Taxation will be held from Novem- 
ber 3 through 12 at the Hotel Barbizon- 
Plaza in New York City. The registration 
fee, which includes outlines and other ma- 
terials, is $135, and should be sent to Henry 
Sellin, Executive Director, Institute on Fed- 
eral Taxation, New York University, Wash- 
ington Square, New York 3, New York. 
Further information concerning speakers 
and topics of the Institute will 
appear in future issues of this magazine. 
Institute on Fed- 
eral Taxation which will be presented dur 
ing the academic 1954-1955 are: a 
eight lectures, beginning 
immediately after Labor Day, on the Reve- 
nue Act of 1954; a tax study group, meeting 
the last Monday of every month; and dis- 
cussions on “Federal Income Taxes Today,” 
to be held on 15 
September 28 


University of Chicago. 
of Chicago Federal Tax Conference, which 
will be held October 27, 28 and 29, will 
be under the joint sponsorship of the Law 
School and the University College The 
meeting will be 84 East Randolph 
Street, Illinois The conference 
devoted largely to a consideration 
of problems raised by the Internal 
Revenue Code; included among the speakers 
will be Walter Blum, William Emery, Paul 
Johnson, Vance Kirby, Michael Sporrer and 
Daniel Taylor 


discussion 
Other offerings of the 


year 


series oft evening 


Tuesdays, beginning 


The University 


place 
Chic azo, 
will be 


new 


Further information may be obtained 
from James M. Ratcliffe, Assistant Dean, 
University of Chicago Law School, Chicago 
37, Illinois 
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Taxes... 


Tax People... 
Things Taxed... 


University of Texas.—The University of 
Texas School of Law is holcing a special 
institute on the new Internal Revenue Code 
September 29 to October 2, 1954, in Austin. 
Nationally known tax specialists, including 
attorneys, Treasury officials and university 
professors, will discuss all aspects of the 
new law. The registration fee is $30. For 
further information, write to Jack Proctor, 
Assistant Dean, School of Law, Austin, 
Texas. 


Saint Peter’s College.—Saint Peter’s Col- 
lege, Jersey City, New Jersey, will conduct 
a tax institute on the 1954 Revenue Act from 
September 14 to 17, inclusive. 
from 6:30 p. m. to 8:30 p. m. 
followed by forums. 
course. 


Lectures are 
and will be 
Tuition is $40 for the 


American Society of Women Accountants. 
—The national convention of the American 
Society of Women Accountants and the 
American Woman’s Society of Certified 
Public Accountants is to be held this year 
at the Hotel Astor in New York City from 
October 14 to 17, 1954. Philadelphia and 
New York chapters are to be cohostesses 
for the convention. 


University of Denver.—The Fourth An- 
nual University of Denver Tax Institute will 
be held on October 6, 7 and 8, 1954. Addi- 
tional information may be secured by writing 
the University of Denver Tax Institute, 
University of Denver, 1445 Cleveland Place, 
Denver 2, Colorado 


University of Southern California.—The 
Seventh Annual Institute on Federal Taxa- 
tion will be held at the University of South- 
ern California School of Law from October 
20 to 22 in Bovard auditorium. All cor 
porate, partnership, trust and other tax 
changes in the new law will be discussed by 
men who are experts in their 
fields. Among the speakers will be Norris 
Darrell, Harry Rudick, Lloyd Kennedy, 
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recognized 





William E, 
sittker. 


Murray and Professor Boris I. 


Tuition for the institute will be $35. A 
$10 registration fee will make a reservation. 
Checks payable to the University of South- 
ern California may be sent to the 
Institute, 3518 University Avenue, 
Angeles 7, California. 


Tax 
Los 


Western Reserve University—The School 
of Law, Western Reserve University, with 
the cooperation of the Ohio State Bar 
Association and the Cleveland and Cuya- 
hoga County Bar Associations, is sponsor- 
ing a federal tax institute on the Internal 
Revenue Code of 1954 at the Hotel Statler 
in Cleveland, Ohio, from September 23 to 
25, inclusive. Among the speakers will be 
Norman Sugarman, Roswell Magill, Milton 
Schlesinger, George Bickford, Bennet Klein- 
man and David Wilson. Reservations and 
full details can be obtained by writing to 
Professor Maurice S. Culp, Chairman, Fed- 
eral Tax Institute, School of Law, Western 
Reserve University, Cleveland 6, Ohio. 


Tax Workshop Course.—The Tax Work- 
shop Course will start its fall semester on 
September 27. It will offer ten subjects, 
including those covering corporate tax prac- 
tice, income taxation of 
and the 


Revenue 


decedents, estates 

made by the 
1954 
information may be obtained by writing 
to the Tax Workshop Course, 149 Broad- 
way, New York 6, New York 


and trusts, changes 


Internal Code of Further 


Federal Tax Institute of New England.— 
The Federal Tax Institute of New England 
will hold a forum devoted to the Internal 
Revenue Code of 1954 on October 1 and 2, 
1954, at John Hancock Hall, 


j Soston, 
Masssachusetts. The two-day program will 


provide a comprehensive coverage of the 
new Code. Erwin N. Griswold, Dean of 
Harvard Law School, will act as chairman 


Rutgers University.—Jhe Fourth Annual 
Federal Tax Institute will be held at the 
Robert Treat Hotel, Newark, New Jersey, 
on September 17 and 18, 1954. The institute 
will be devoted to the 
about by the Internal Revenue 
1954 in the income, estate and 
gift tax law. Sydney A. Gutkin is chairman 
of the institute. 


sessions 
brought 
Code of 


changes 


Tax Practice Institute.-—The Tax Prac- 
tice Institute will begin its 1954 fall sessions 
at Washington, D. C., on September 27, 
and at Philadelphia, Pennsylvania, on Sep- 
tember 30. Tentative arrangements have 
also been made to open at Baltimore, Mary- 
land, on September 28. 
limited to those with a 
accounting, or the equivalent. 
series of 12 lectures—Federal Income Taxa- 
tion Under the New Internal Revenue Code 
of 1954—will be presented one evening a 
week in both cities. Further details may be 
obtained by writing to the Tax Practice In- 
stitute, Munsey Building, Washington 4, 
D. C., or the Tax Practice Institute, c/o 
The Registrar, School of Business 
Administration, Street, Phila- 


Registration is 
degree in law o1 
The same 


Pierce 
1420 
delphia 2, Pennsylvania 


College of Puget Sound.—The College 
of Puget Sound and the Western Wash 
ington Chapter of Tax Executives Institute 
are cosponsors of a forum on the 1954 In 
ternal Revenue Code to be held at the Col- 
lege of Puget Sound, Tacoma, Washington, 
on September 30 and October 1 and 2. The 
registration fee is $15. To register, write 
to Professor Ellery Capen, Department of 
Business Administration, College of Puget 
Sound, Tacoma, Washington 


Pine 


NATURAL RESOURCES UNDER THE 1954 CODE— 


Continued from page 709 


tween taxpayers and the Treasury; and it 
provides more workable and more equitable 
provisions for the taxation of natural re- 
sources. However, the 1954 Code does not 
change the basic system for the taxation of 
natural resources and most old “case law” 
will still be fully effective. This is par- 
ticularly true with respect to transactions 
relating to the acquisition and disposition 
of economic interests in oil and gas and 
mineral lands, to computations of percent- 
age depletion involving a determination of 
net income from the property, etc. 


Tax-Wise 


Although many areas of dispute have been 
eliminated by the 1954 Code, questions such 
as to the nature of the income received upon 
the assignment of a “ 
in-oil payment, and whether or not such 
payments can be exchanged tax free for 
economic interests running for the life of 
the property, still remain to be determined 
by the courts. However, those changes which 
have been made by the Code appear in most 
cases to be extremely equitable and should 
do much to stimulate the development of 
this country’s natural resources. [The End] 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: October 1—Property tax du: 


ARIZONA: October 31—Withholding re- 


turns and payment due. 


ARKANSAS: October 1—Property tax 


final installment due (last day). 


COLORADO: October 15—Corporate in- 
come tax third installment due.—Per- 
sonal income tax third installment due. 
October 31—Employers’ income tax with- 
holding returns and payment due. 


DELAWARE: October 30—Personal in- 
come tax third installment due. October 
31—Withholding returns and payment due. 


DISTRICT OF COLUMBIA: October 15 
—Income (franchise) tax second install- 
ment due.—Personal income tax second 

installment due.— Unincorporated busi- 


ness tax second installment due, 


IOWA: October 1—Corporate income tax 
installment due.—Personal in 
come tax (calendar year) second install- 
ment due 


sec md 


Property tax second installment 
delinquent 


KANSAS: October 15—Corporate income 
tax second installment due.- 
come 


Personal in- 
tax second installment due. 


KENTUCKY: October 31—Income tax 


withholding reports and payment due. 


LOUISIANA: October 1—Franchise tax 


reports and payment due 
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MARYLAND: October 1—Property tax 
assessed by local collectors due. October 
31—Return and payment of withheld tax 
due. 


MINNESOTA: October 31—Property tax 


second semiannual installment due. 


MONTANA: October 15—Personal income 


tax second installment due. 


NEW MEXICO: October 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due 


NORTH CAROLINA: October 4—Prop- 


erty tax due. 


NORTH DAKOTA: October 
property 
linquent. 


15— Real 


tax semiannual installment de- 


OREGON: October 15—Excise (income) 
tax third installment due.—Personal in 
come tax third installment due. October 
31—Withholding tax reports and payment 
due. 


SOUTH DAKOTA: October 31—Property 


tax second installment due (last day). 


TENNESSEE: October 4—Property tax 


due. 


VERMONT: October 31—Employers’ re- 


turn of income withheld due. 


WASHINGTON: October 31—Property 


tax semiannual installment due. 


WISCONSIN: October 15—Property tax 
second installment from railroad, tele- 
graph, sleeping car and express companies 
due. 
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Federal Tax Calendar 


October 15—— 


will 


serve bank o1 


thorized ce 
positary of the amounts of (1) inco 
tax withheld fron 


tax withheld 


1hi¢ 
wages, {| >) employees’ 
Section 1401) and 


3) employer's tax under Section 1410 


month, the 


unde 


vhere, during the preced 
aggregate ot such ame 
$100 


uunts exceeded 
(Regulations 120, Section 406.606. ) 


Due date, by general extension, of returns 
April 30, 1954, 


in the case of (1) foreign partnerships, 
(2) foreign 


for the fiscal year ended 


corporations which 


main 
tain offices or places of business in 
the United States, (3) domestic corpo 
rations which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal 


income is from 


sources within 
United States 
American citizens residing ot 


the possessions of the 
and (5) 
traveling abroad, including 


the military or 


persons in 

naval service on duty 
outside the United States. (Regulations 
111, Section 29.53-3(a).) Forms: (1) 
Form 1065; (2)-(4) 1120; (5) 
Form 1040 

Monthly 
holde: 
foreign personal holding companies duc 


for September. Form 957 
118, Section 39,339-1 


Form 


mtormation 


returns of stock 


s and of officers and directors of 


Regulations 


Lue date for delivery to local collector of 
internal revenue, 
of the United 


for all stamps 


by stamp depositaries 
States, of requisitions 
purchased during thie 
preceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month Payment also due for 
proceeds of sales of stamps sold during 


preceding month 


Final date for fiduciary of 


third install 
ome ti t such estate for 


payment by 


a decedent of 


re installment 


1 
ected 


November 1 (October 31 is a Sunday)—— 


Due date of return tor the quarter ending 


September 30 of excise taxes on safe 


transportation of off by 
telephone, 


cle posit hoxe 2 


pipe line; telegraph, radio 


and cable messages and services; tran 

portation of persons; admiussions, dues 
and initiation fees; gasoline, lubricating 
oils and 


turers, 


matches; sales by 


manutac 


including sales of pistols and 


revolvers; processing of certain. oils; 


sales bv the retailer; mianutacture ot 
sugar; transportation of property; and 
diesel fuel However, if, and only if, 
the return is accompanied by depositary 
receipts (Form 537, 
for Federal 


timely 


Depositary Receipt 


Excise Taxes), showing 
deposits, in full payment of the 
taxes due for the 


turn may be 


entire quarter, the re 
filed on or before the tenth 
day of November. Form 720. (Regula 
Part 477—Return and Payment 
of Certain 


tions: 


kK xe 1S¢ Taxes.) 


Emplovers’ quarterly returns and = pay 
ments (by depositary receipts or cash) 
of the following taxes for the third 
quarter of 1954: (1) employees’ tax 
withheld under Code Section 1401; (2) 
employers’ tax under Code Section 1410; 
and (3) income tax on wages withheld 
under Code Section 1622. With re 
spect to such taxes for September, the 
employer include with his 
return (Form 941) direct remittance to 


the collector or 


may either 


attach to such return 


a depositary receipt for the amount 
validated by a_ federal bank 
Where the Form 941 is a¢ 
companied by depositary receipts 
150) timely 


payment ot the taxes due for 


reserve 
return on 
(Form 


showing in full 


deposits 
the entire 
second quarter, the return may be filed 
on or before November 10 


tions 116, Sections 405.601, 


(Regula 
105.606.) 





“AT YOUR SERVICE” 


in this critical period... 


STANDARD FEDERAL TAX REPORTS 


( tion V 


SINCLAIR-MURRAY CAPITAL CHANGES REPORTS 


Ss uir, Murray & ¢ I 


| R 


FEDERAL TAX GUIDE REPORTS | 


UNEMPLOYMENT INSURANCE REPORTS—FEDERAL 
AND HOME STATE. | eek, t formative releases 


PEDERAT il See ( leral i 
trit ! t 1 | 1 loyment Tax Aet; 
STATI r tale re ploymen insurance law, 


PENSION PLAN GUIDE—A 


‘ 1 
ee-benetit plu ne ind disa ty programs for states having 
HOW and hla tate exper wera ¢ provisions are analyzed; 
that shape P r tax vings wmnted t 5, contr | itions, 


ire explamed; 


FEDERAL SECURITIES LAW REPORTS. \\« 
the fast, regular issues of Federal Securities 
faith I 

de 


Write for Complete Details 
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S22 Firrsn Ave 214 N MICHIGAN Ave 1329 © Srreer N. WwW 


New YORK 36 CHICAGO 1 WASHINGTON 4 





